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Important Reminders

Iltemized deduction limit. You may have to
reduce your itemized deductions if your ad-
justed gross income is more than $111,800
($55,900 if married filing separately). If this ap-
plies, you will need to make an additional com-
putation to determine your foreign tax credit.
See Iltemized deduction limit, under Rule for
Determining Taxable Income from Sources
Outside the United States.

Maximum capital gains tax. If you compute
your tax using the Capital Gain Tax Worksheet
in the Instructions for Form 1040, you will need
to use a special computation to determine your
foreign tax credit. For details, see the discus-
sion under Capital Gains and Losses.

Treaty provisions. You may be required to
report certain information with your return if
you claim a foreign tax credit under a treaty
provision. If you fail to report this information,
you may be subject to a penalty of $1,000. For
details, get Publication 519, U.S. Tax Guide for
Aliens.

If your address changes from the address
shown on your last return, use Form 8822,
Change of Address, to notify the Internal Rev-
enue Service.

Introduction

This publication describes the foreign tax
credit that is allowed for income taxes paid to a
foreign government on income taxed by both
the United States and the foreign country. It
also discusses what taxes qualify for the credit
and how to figure it. Two examples with filled-
in Forms 1116, Foreign Tax Credit, are pro-
vided at the end of this publication.

If you need information or assistance, and
are within the United States, you should call1—
800-TAX-1040 (1-800-829-1040) or the toll-
free telephone number for your area listed in



the instructions for the tax forms. If you are lo-
cated outside the United States, write to:

Internal Revenue Service

Assistant Commissioner (International)
Attn: CP:IN:C:TPS

950 L’Enfant Plaza South, S.W.
Washington, DC 20024

Useful Iltems
You may want to see:

Publication

0 54 Tax Guide for U.S. Citizens and
Resident Aliens Abroad

0 519 U.S. Tax Guide for Aliens

0 570 Tax Guide for Individuals With
Income From U.S. Possessions

Form (and Instruction)
0 1116 Foreign Tax Credit

0O Schedule D (Form 1040) Capital
Gains and Losses

Ordering publications and forms. To order
free publications and forms, call our toll-free
telephone number 1-800-TAX-FORM (1-
800-829-3676). You can also write to the IRS
Forms Distribution Center nearest you. Check
your income tax package for the address. If
you are located outside the United States con-
tact the nearest U.S. embassy.

Telephone help for hearing-impaired per-
sons. Ifyou are in the United States and have
access to TDD equipment, you can call 1—
800-829-4059 with your tax questions or to
order forms and publications. See your tax
package for the hours of operation.

What is the
Foreign Tax Credit?

The foreign tax credit is intended to relieve
U.S. taxpayers of the double tax burden when
their foreign source income is taxed both by
the United States and the foreign country from
which the income comes. Generally, if the for-
eign tax rate is higher than the U.S. rate, there
will be no U.S. tax on the foreign income. If the
foreign tax rate is lower than the U.S. rate, U.S.
tax on the foreign income will be limited to the
difference between the rates. However, be-
cause the foreign tax credit applies only with
respect to foreign source income, it does not
affect U.S. taxes attributable to U.S. source in-
come.

Choice To Take

Credit or Deduction

You can choose each tax year to take the
amount of any qualified foreign taxes paid or
accrued during the year as a foreign tax credit
or as an itemized deduction. You can change
your choice for each year's taxes.
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To choose the foreign tax credit, you must
complete and attach Form 1116, Foreign Tax
Credit, to your U.S. tax return. To choose the
foreign tax deduction, you claim the taxes as
an itemized deduction on Schedule A, Form
1040.

Choice Applies to All
Qualified Foreign Taxes

If you choose to take a credit for foreign taxes,
you generally must take the credit for all quali-
fied foreign taxes. You cannot deduct any of
these taxes. Conversely, if you choose to de-
duct qualified foreign taxes, you must deduct
all of them. You cannot take a credit for any of
them.

Foreign taxes not allowed as a credit. You
can deduct any foreign tax that is not allowed
as a credit because of your participation in or
cooperation with an international boycott (dis-
cussed later under International Boycott),
even though you claim a credit for other for-
eign taxes.

You also can deduct, even if you claim a
credit for other foreign taxes, foreign income
taxes paid to certain countries for which a
credit is not allowed because these countries
provide support for acts of international terror-
ism, or the United States does not have diplo-
matic relations with them or recognize their
governments. See the discussion later under
Foreign Taxes for Which You Cannot Take a
Credit.

The deduction for foreign taxes other than
foreign income taxes is not related to the for-
eign tax credit. Certain foreign taxes for which
you cannot take the credit, such as real and
personal property taxes, may be deductible on
your U.S. tax return even though you claim the
foreign tax credit for foreign income taxes.

Generally, you can deduct these other
taxes only if they are expenses incurred in a
trade or business or in the production of in-
come. However, you can deduct foreign real
property taxes that are not expenses incurred
in your trade or business as an itemized de-
duction on Schedule A (Form 1040).

You can claim the carryback or carryover
of unused foreign taxes, only as a creditin
the year to which you carry it. Therefore, in any
tax year in which you deduct qualified foreign
taxes, no carryback or carryover is allowed ei-
ther as a credit or as a deduction.

Moreover, you must reduce the amount of
carryback or carryover that you may carry to
another tax year by the amount that you would
have used had you chosen to claim a credit
rather than a deduction in that year.

In order to receive any benefit from a for-
eign tax credit carryback or carryover to a
year in which you claimed a foreign tax de-
duction, you must change your choice of the
deduction to that of a credit for all qualified for-
eign taxes. The period of time during which
you can change that choice is explained next.

Making or Changing Your Choice
You can make or change your choice to claim
a deduction or credit at any time during the pe-
riod within 10 years from the due date for fil-
ing the return for the tax year for which you
make the claim. You make or change your
choice on your tax return (or on an amended
return) for the year your choice is to be
effective.

Example. You have paid foreign taxes for
the last 13 years and have chosen to deduct
them on your U.S. income tax returns. You
have been timely in both filing and paying your
U.S. tax liability. In February 1994 you file an
amended return for tax year 1983 choosing to
take a credit for your 1983 foreign taxes be-
cause you now realize that the credit is more
advantageous than the deduction for that year.
Because your return for 1983 was not due until
April 16, 1984 (April 15 fell on a Sunday), this
choice is timely and you are able to take a
credit for the 1983 foreign taxes against your
1983 U.S. tax liability.

After taking a credit for your 1983 foreign
tax, you have excess unused foreign 1983
taxes. Ordinarily, you can carry back excess
unused foreign taxes to the 2 preceding tax
years, and if any unused foreign taxes still re-
main, you can carry them forward to the follow-
ing 5 years.

Because you originally did not choose to
take a credit for your foreign taxes and the time
(10 years) for changing the choice for 1981
and 1982 has passed, you cannot carry the ex-
cess unused foreign 1983 taxes back as cred-
its against your U.S. income tax for tax years
1981 and 1982.

However, because 10 years have not
passed since the due date for your 1984
through 1988 income tax returns, you can still
choose to carry forward any unused foreign
1983 taxes. You must reduce the unused 1983
foreign taxes that you carry forward by the
amount that would have been allowed as a
carryback if you had timely carried back the
foreign tax to tax years 1981 and 1982.

Why Choose the Credit

Although no one rule covers all situations, it is
generally better to take a credit for qualified
foreign taxes than to deduct them as an item-
ized deduction. This is so because:

1) A creditreduces your actual U.S. income
tax on a dollar-for-dollar basis, while a de-
duction reduces only your income subject
to tax.

2) You can choose to take the foreign tax
credit even if you do not itemize your de-

ductions. You then are allowed the stan-
dard deduction in addition to the credit.
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If you choose to take a credit for the for-
eign taxes paid, and the taxes paid ex-
ceed the credit limit for the tax year, you
can carry over or carry back the excess to
another tax year. (See Limit on the Credit,
discussed later.)

Example 1. For 1994, you and your
spouse have adjusted gross income of
$50,000, including $20,000 of dividend income



from foreign sources. You file a joint return and
have no dependents. You had to pay $2,000 in
foreign income taxes on the dividend income
received from sources within a foreign country.
If your itemized deductions are otherwise
$6,700, your added deduction for the foreign
income tax will reduce your U.S. tax by $355.
If, however, you choose to claim a credit for the
$2,000 foreign tax, your U.S. tax will be re-
duced by the full $2,000. Therefore, you have
an additional tax benefit of $1,645 ($2,000-
$355) by taking the credit.

Example 2. In 1994 you receive invest-
ment income of $5,000 from a foreign country,
which imposes a tax of $3,500 on that income.
You report on your U.S. return this income as
well as $34,000 of income from U.S. sources.
Assume that you are single, entitled to one ex-
emption, and have other itemized deductions
of $4,400 ($800 allocable to your foreign in-
come and $3,600 to U.S. income). If you de-
duct the foreign tax on your U.S. return, your
overall tax bill is $5,072. If you credit this for-
eign tax (you can take a credit of only $726 be-
cause of limits discussed later), your net tax li-
ability is $5,326 which is $254 more than if you
deduct the foreign tax.

Foreign taxes allocable to excluded in-
come. You cannot deduct or take a credit for
foreign taxes paid on income excluded under
the foreign earned income exclusion or the for-
eign housing exclusion. The exclusions apply
to the tax year for which made and all subse-
quent years unless you revoke the exclusion
election. If you choose to claim the foreign tax
credit on income that is eligible for the exclu-
sion, you will be considered to have revoked
the exclusion election. You will not be able to
claim these exclusions for the next 5 tax years
unless you get IRS approval.

Example. You are a U.S. citizen and meet
the qualifications to exclude foreign earned in-
come. You received wages earned in Country
X of $55,000, and paid income tax on these
wages to Country X of $8,200. You also re-
ceived dividends from Country X sources of
$2,000 and paid income tax on these divi-
dends to Country X of $300. You can claim a
deduction or credit for the $300 tax payment
because the dividends are subject to U.S. tax.
If you exclude the wages under the foreign
earned income or housing exclusion, you can-
not claim a deduction or a credit for the foreign
income tax of $8,200 paid on the wages.

Partial exclusion. If you exclude only a
part of your wages, see Taxes on excluded in-
come, discussed later, under Reduction in To-
tal Foreign Taxes Available for Credit.

For information on these exclusions, get
Publication 54.

Credit for Taxes
Paid or Accrued

A qualified foreign tax can be credited in the
tax year in which it is paid or in the tax year in
which itis accrued. The tax year referred to is
the U.S. tax year for which your U.S. return is
filed.

If you use an accrual method of account-
ing, you can claim the credit only in the year
the tax is accrued.

If you use the cash method of accounting,
you can choose to take the credit either in the
year the tax is paid or in the year it is accrued.
See Choosing to Accrue Taxes, later.

Cash method. If you report all items of in-
come in the year you actually or constructively
receive them, and deduct all expenses in the
year you pay them, you are using the cash
method of accounting.

Accrual method. You are using an accrual
method of accounting if you report income
when you earn it, whether or not you receive it,
and you deduct your expenses when you incur
them, rather than when you pay them.

Foreign Tax Accrual

Foreign taxes generally accrue when all the
events have taken place that fix the amount of
the tax and your liability to pay it. However,
even if you are contesting the liability, you can
claim the credit for taxes accrued (to the extent
the contested tax is paid). If your claim with the
foreign country is accepted, you must make an
adjustment in the credit, as discussed below.

You may be required to post a bond. If you
claim a credit for taxes accrued but not paid,
you may have to post an income tax bond to
guarantee your payment of any tax due on any
redetermination of the foreign tax liability.

This bond can be requested at any time
without regard to any period of limitations.

Adjustments. You must make an adjustment
if you later find that the amount of accrued for-
eign taxes for which you took a credit is differ-
ent from the amount of qualified foreign taxes
that you paid. This may occur if you accrue and
credit foreign taxes in one year and later find
that you must pay additional foreign taxes for
that year. It also may occur if you later find that
the taxes credited were too much, and you re-
ceive aforeign tax refund.

Currency fluctuation. You must also
make an adjustment to the taxes accrued if
you find that they differ from the amount paid
because of fluctuations in the value of the for-
eign currency between the date of accrual and
the date of payment.

In any case, the foreign tax you can take
as a credit is the amount you actually paid to
the foreign country. The time of the credit re-
mains the year of accrual.

Notice to the Internal Revenue Service of
change in tax. You must file Form 1040X,
Amended U.S. Individual Income Tax Return,
and Form 1116 if you:

1) Must pay additional foreign taxes,
2) Receive a foreign tax refund, or

3) Have a change to the foreign tax accrued
because of exchange fluctuations.

The IRS will redetermine your U.S. tax liability
for the year or years affected.

A redetermination of your U.S. tax is not
required if the change is due solely to a for-
eign currency fluctuation and the foreign tax
change for the tax year is less than the
smaller of:

1) $10,000, or

2) 2% of the total dollar amount of the for-
eign tax initially accrued for that foreign
country.

In this case, you must adjust your U.S. tax in
the tax year during which the foreign tax is
redetermined.

Failure-to-notify penalty. If you fail to no-
tify the Service of a foreign tax change and
cannot show reasonable cause for the failure,
you may have to pay a penalty.

For each month, or part of a month, that the
failure continues, you pay a penalty of 5% of
the tax due resulting from a redetermination of
your U.S. tax. This penalty cannot be more
than 25% of the tax due.

Special limitations period for refund
claims. A period of 10 years is allowed for fil-
ing a claim for refund of U.S. tax when you
must pay a larger foreign tax than you claimed
a credit for when the tax accrued. Begin count-
ing the 10 years from the regular due date for
filing the return for the tax year for which you
make the claim.

Regardless of whether you claim the for-
eign tax credit on the basis of when the taxes
are paid or accrued, the same limitation period
applies to claims for refund or credit based on:

1) The correction of mathematical errors in
figuring creditable foreign taxes,

2) The discovery of creditable taxes in addi-
tion to those reported on the return, or

3) Any other adjustment to the size of the
credit. An adjustment to the size of the for-
eign tax credit includes the correction of
an error in figuring the foreign tax credit
limit.

The special 10-year limitation period also
applies to making or changing your choice of
whether to claim a deduction or credit for for-
eign taxes. See Making or Changing Your
Choice, discussed earlier under Choice To
Take Credit or Deduction.

Foreign tax refund. If you receive a foreign
tax refund without interest from the foreign
government, you will not have to pay inter-
est on the amount of tax due resulting from the
adjustment to your U.S. tax for the time before
the date of the refund.

However, if you receive a foreign tax refund
with interest, you must pay interest to the In-
ternal Revenue Service up to the amount of
the interest paid to you by the foreign govern-
ment. The interest you must pay cannot be
more than the appropriate rate of interest on
the tax due the United States resulting from
the adjustments.

Example. In 1991, you paid foreign taxes
of $1,000 to Country A. In 1994, you received
arefund of $300 of these taxes, with interest of
$35. You must make an adjustment of $300 on
your 1991 U.S. return. If you owe additional tax
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because of this adjustment, you will have to
pay interest (up to $35) on the deficiency for
the time before the date of the refund. How-
ever, you will not pay more interest than the
appropriate U.S. rate of interest on the tax due.

Foreign tax imposed on foreign refund. If
you receive a foreign tax refund that is taxed
by the foreign country, you cannot take a sepa-
rate credit or deduction for this additional for-
eign tax. However, when you refigure the
credit taken for the original tax, reduce the re-
fund by the foreign tax paid on it.

Example. You paid a foreign income tax of
$3,000 in 1992, and received a foreign tax re-
fund of $500 in 1994 on which a foreign tax of
$100 was imposed. Because you can reduce
your refund by the foreign tax imposed on it,
you must make an adjustment of only $400 to
the credit you took against your 1992 U.S. in-
come tax.

Choosing to Accrue Taxes

You must choose to accrue foreign taxes if you
use the cash method and want to take a credit
for foreign taxes in the year they accrue. You
make the choice by checking the box in Part Il
of Form 1116. Once you make that choice, you
must follow it in all later years and take a credit
for foreign taxes in the year they accrue.

In addition, the choice to accrue creditable
foreign taxes applies to all foreign taxes quali-
fied for credit. Thus, you cannot take a credit
for some foreign taxes when paid and take a
credit for others when accrued.

If you make this choice, you cannot claim a
deduction for accrued taxes.

You may have a credit for taxes attributable
to more than one year in the year in which
you choose to take a credit for foreign taxes on
an accrual method if you previously used the
cash method.

Example. You have been using the cash
method, and for your 1994 tax year chose to
use an accrual method of crediting foreign
taxes. During 1994 you paid foreign income
taxes owed for 1993. In addition, in 1994 you
accrued foreign income taxes that you had not
paid by the close of your 1994 tax year. You
are entitled to a credit on your return for 1994
that includes both your foreign income taxes
paid and those accrued during that year.

Who Can Take
the Credit?

If you have paid foreign income tax and are
subject to U.S. tax on foreign source income,
you may be able to take a foreign tax credit.

U.S. Citizens

If you are a U.S. citizen, you are taxed by the
United States on your worldwide income wher-
ever you reside. You are normally entitled to
take a credit for foreign taxes you pay or ac-
crue with respect to foreign source income.
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If you are acitizen of aU.S. possession (ex-
cept Puerto Rico), not otherwise a citizen of
the United States, and are not a resident of the
United States, you cannot take a foreign tax
credit.

Excluded income. You cannot take a credit
for foreign income taxes you pay or accrue on
income that you exclude from gross income
under the foreign earned income or foreign
housing exclusion. See the discussion of
Taxes on excluded income, later, under Re-
duction in Total Foreign Taxes Available for
Credit. These exclusions are discussed in de-
tail in Publication 54.

If you are a bona fide resident of American
Samoa and exclude income from sources in
American Samoa, Guam, or the Northern Ma-
riana Islands, you cannot take a credit for the
taxes attributable to the excluded income. For
more information on this exclusion, see Publi-
cation 570.

Resident Aliens

If you are a resident alien of the United States,
you can take a credit for foreign taxes subject
to the same general rules as U.S. citizens. If
you are a bona fide resident of Puerto Rico for
the entire tax year, you also come under the
same rules.

Usually, you can take a credit only for
those foreign taxes imposed on your foreign
source income. You must have actually or con-
structively received the income while you had
resident alien status.

If you qualify for the foreign earned income
exclusion and exclude income, you cannot
take a foreign tax credit for foreign income
taxes paid or accrued on the excluded income.
See the discussion of Taxes on excluded in-
come, later, under Reduction in Total Foreign
Taxes Available for Credit. For information on
alien status, see Publication 519.

Nonresident Aliens

As a nonresident alien, you can claim a credit
for taxes paid or accrued to a foreign country
or possession of the United States only on for-
eign source or possession source income that
is effectively connected with a trade or busi-
ness in the United States. For information on
alien status and effectively connected income,
see Publication 519.

Who Paid or Accrued

the Foreign Tax?

Generally, you can claim the credit only if you
paid or accrued the foreign tax. However, in
some instances you can claim the credit even
if you did not directly pay or accrue the tax
yourself.

Joint return. If you file a joint return, you can
credit the total of any foreign income tax paid
or accrued by you and your spouse.

Partner or S corporation shareholder. If
you are a member of a partnership, or a share-
holder in an S corporation, you can credit your

proportionate share of the foreign income
taxes paid or accrued by the partnership or the
S corporation. However, if you are a share-
holder in an S corporation that in turn owns
stock in a foreign corporation, you cannot
claim a credit for your share of foreign taxes
paid by the foreign corporation.

Beneficiary. If you are a beneficiary of an es-
tate or trust, you may be able to credit your
proportionate share of foreign income taxes
paid or accrued by the estate or trust. How-
ever, to do so, you must show that the tax was
imposed on income of the estate and not on in-
come received by the decedent.

Investment company shareholder. If you
are a shareholder of a regulated investment
company (mutual fund) or a foreign investment
company, you may be able to credit your share
of foreign income taxes paid by the company if
it chooses to pass the credit on to its share-
holders. You should receive from the mutual
fund a Form 1099-DIV, or similar statement,
showing the foreign country or U.S. posses-
sion, your share of the income from that coun-
try, and your share of the foreign taxes paid to
that country. If you do not receive this informa-
tion you will need to contact the company.

Controlled foreign corporation share-
holder. If you are at least a 10% shareholder
of a controlled foreign corporation and choose
to be taxed at corporate rates on the amount
you must include in gross income from that
corporation, you can credit your share of for-
eign taxes paid or accrued by the controlled
foreign corporation.

French corporation shareholders. If you re-
ceive dividends from a French corporation,
you should apply the following rules to figure
what amount of French tax paid on these divi-
dends is available for credit.

Under the tax treaty with France, divi-
dends received by a U.S. shareholder from a
French corporation are subject to a 15% with-
holding tax. The U.S. shareholder is consid-
ered to have paid one-half of the French cor-
porate income tax on the dividend. That tax
“payment” will be refunded to the U.S. share-
holder provided a timely claim for refund is
filed.

The refund of the French corporate tax is
considered a distribution by the paying French
corporation. Therefore, the refund plus the
withholding tax on it is included in the U.S.
shareholder’s gross income in the year
received.

Example. You are a shareholder in a
French corporation that paid you a dividend of
$1,000 ($850 net plus $150 tax withheld). The
dividends paid out by the corporation
amounted to 50% of its before-tax profits for
the year. Since, under the French tax system,
the corporate tax is assessed at the rate of
50% of profits, one-half of the tax allocable to
the dividend would be $500 (% of $1,000). This
amount ($500) is considered to have been
paid by you and will be refunded to you by the
French Government if you file a timely claim
for refund. Assuming that you receive your



French tax refund in the same tax year you re-
ceive the dividend, your U.S. gross income in-
cludes $1,500 French source dividends
($1,000 + $500). Your tax paid to France
would be $225 ($150 withheld from the divi-
dend plus $75 withheld from the tax refund).

How to obtain refund of French tax. The
original and two copies of French Form RF-1A
EU (No. 5052), Application for Refund, are to
be completed, dated, and signed by the U.S.
shareholder and certified by the U.S. financial
institution through which the dividend pro-
ceeds were paid. The original and copies must
then be transmitted to the French paying es-
tablishment. If the U.S. financial institution ref-
uses to certify the form, the original and three
copies can be sent to:

IRS—Philadelphia Service Center
Foreign Certification Request

P. O. Box 16347

Philadelphia, PA 19114-0447

Get Publication 686, Certification for Reduced
Tax Rates in Tax Treaty Countries, for more
information.

The U.S. shareholder must submit the
forms for processing in enough time for the
completed forms to reach the French paying
establishment before the end of the year in
which the dividends were received. If unusual
circumstances make this impossible, the
forms must reach the paying establishment in
time for it to file the forms with the French tax
administration no later than December 31 of
the year following the year in which the divi-
dends were received by the U.S. shareholder.

You can get Form RF-1A EU (No. 5052) by
writing to:

Internal Revenue Service

Assistant Commissioner (International)
ATTN: CP:IN:C:TPS

950 L’Enfant Plaza South, S.W.
Washington, DC 20024

What Foreign Taxes
Qualify for the Credit?

Generally, only income, war profits, and ex-
cess profits taxes (income taxes) paid or ac-
crued during the tax year to a foreign country
(defined later) or a U.S. possession qualify for
the foreign tax credit. However, under certain
conditions a tax paid or accrued to a foreign
country or U.S. possession in lieu of a tax on
income, war profits, or excess profits will qual-
ify. (See Taxes in Lieu of Income Taxes, later.)
As a general rule, to qualify for the credit,
the foreign tax must have been imposed on
you and you must have paid or accrued the
foreign tax. You cannot shift the right to claim
the credit by contract or other means unless
specifically provided by law. A qualified tax
that is deducted from wages is considered to
be imposed upon the recipient of the wages.
The amount of qualified foreign tax that you
can use each year for credit purposes or as a
deduction is not necessarily the amount of tax
withheld by the foreign country. The amount

of qualified foreign tax, for credit or deduc-
tion purposes, is only the amount of foreign
income tax that is the legal and actual tax liabil-
ity that you paid or accrued during the year.

You cannot take a foreign tax credit or
deduction for income taxes paid to a foreign
country to the extent it is reasonably certain
the amount would be refunded, credited, re-
bated, abated, or forgiven if you made a claim.

For example, the United States has tax
treaties or conventions with many countries al-
lowing U.S. citizens and residents reductions
in the rates of tax of those foreign countries.
However, some treaty countries require U.S.
citizens and residents to pay the tax figured
without regard to the lower treaty rates and
then claim a refund for the amount by which
the tax actually paid is more than the amount
of tax figured using the lower treaty rate. For
credit or deduction purposes, the taxpayer’s
qualified foreign tax is the amount figured us-
ing the lower treaty rate and not the amount
actually paid, since the taxpayer can claim a
refund for the excess tax paid.

If aforeign country returns your foreign tax
payments to you in the form of a subsidy,
you cannot claim these payments as taxes
qualified for the foreign tax credit. A subsidy
can be provided by any means but must be de-
termined, directly or indirectly, in relation to the
amount of tax, or to the base used to figure the
tax.

Some ways of providing a subsidy are
refunds, credits, deductions, payments or dis-
charges of obligations. The credit is also not
allowed if the subsidy is given to a person re-
lated to you, or persons who participated in a
transaction, or a related transaction, with you.

Foreign country. A foreign country includes
any foreign state or political subdivision
thereof. Thus, income, war profits, and excess
profits taxes paid or accrued to a foreign city or
province qualify for the U.S. foreign tax credit.
A foreign country also includes the conti-
nental shelf of a foreign country if the country
has exclusive rights under international law
over the exploration and exploitation of natural
resources there, and exercises taxing jurisdic-
tion over such exploration and exploitation.
This rule for continental shelf areas is limited to
services with respect to natural resources.

U.S. possessions. For foreign tax credit pur-
poses, all qualified taxes paid to possessions
of the United States are considered foreign
taxes. For this purpose, U.S. possessions in-
clude Puerto Rico, Guam, the Northern Mari-
ana Islands, and American Samoa.

When the term “foreign country” is used in
this publication, it includes U.S. possessions
unless otherwise stated.

Foreign Charge
Must Be a Tax

Whether an amount imposed by a foreign
country (foreign charge or levy) qualifies for
credit depends on the characteristics of the
charge involved.

Penalties and interest. Amounts paid to a
foreign government to satisfy a liability for in-
terest, fines, penalties, or any similar obliga-
tion are not taxes and do not qualify for credit.

Tax Must Be

Based on Income

To qualify for credit, the foreign levy must be
an income tax (or a tax in lieu of income tax).
Simply because the levy is called an income
tax by the foreign taxing authority does not
make it an income tax for this purpose.

To determine whether a foreign levy is an
income tax, it must be compared to the U.S.
income tax. Therefore, a foreign levy is an in-
come tax only if:

1) ltis atax; thatis, itis not payment for a
specific economic benefit (discussed be-
low), and

2) The predominant character of the tax is
that of an income tax in the U.S. sense.

A foreign levy may meet these requirements
even if the foreign tax law differs from U.S. tax
law. The foreign law may include in income
items that the United States does not include,
or it may allow certain exclusions or deduc-
tions that are not allowed under the U.S. in-
come tax law.

Payment for a specific economic benefit.

Generally, a foreign tax is payment for a spe-

cific economic benefit if you receive, or are

considered to receive, an economic benefit

from the foreign country imposing the tax, and

1) Ifthere is a generally imposed income tax,

the economic benefit is not available on
substantially the same terms to all per-
sons subject to the income tax, or

2

—

If there is no generally imposed income
tax, the economic benefit is not made
available on substantially the same terms
to the population of the foreign country in
general.

However, see the exception discussed later
under Pension, unemployment, and disability
fund payments.

Economic benefits include: goods; ser-
vices; fees or other payments; rights to use,
acquire or extract resources, patents, or other
property that the foreign country owns or con-
trols; and discharges of contractual obliga-
tions. Economic benefits do not include the
right or privilege merely to engage in business.

You are considered to receive an eco-
nomic benefit if you have a business trans-
action with a person who receives a specific
economic benefit from the foreign country and
under the terms and conditions of the transac-
tion, you receive directly or indirectly some
part of the benefit.

Dual-capacity taxpayers. If you are sub-
ject to a foreign country’s levy and you also re-
ceive a specific economic benefit from that for-
eign country, you are a ‘‘dual-capacity
taxpayer.” As a dual-capacity taxpayer, you
cannot claim a credit for any part of the for-
eign levy, unless you establish that the
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amount paid under a distinct element of the
foreign levy is a tax, rather than a compulsory
payment for a direct or indirect specific eco-
nomic benefit.

For more information on how to establish
amounts paid under separate elements of a
levy, write to the Internal Revenue Service, As-
sistant Commissioner (International), Atten-
tion: CP:IN:C:TPS, 950 L’Enfant Plaza South,
S.W., Washington, D.C. 20024.

Pension, unemployment, and disability
fund payments. A foreign tax imposed on an
individual to pay for retirement, old-age, death,
survivor, unemployment, iliness, or disability
benefits, or for similar purposes, is not pay-
ment for a specific economic benefit if the
amount of the tax does not depend on the age,
life expectancy, or similar characteristics of
that individual.

Social security taxes. No deduction or
credit is allowed, however, for social security
taxes paid or accrued to a foreign country with
which the United States has a social security
agreement. For more information about these
agreements, see Publication 54, Tax Guide for
U.S. Citizens and Resident Aliens Abroad, or
Publication 519, U.S. Tax Guide for Aliens.

Soak-up taxes. A foreign tax, to the extent it
is a soak-up tax, does not qualify for credit be-
cause it is not predominantly an income tax. It
is a soak-up tax to the extent that liability for it
depends on the availability of a credit for it
against income tax imposed by another coun-
try. This rule applies only if and to the extent
that the foreign tax would not be imposed but
for the availability of such a credit.

Taxes based on income. Foreign taxes on
wages, dividends, interest, and royalties gen-
erally qualify for the credit. Furthermore, for-
eign taxes on income can qualify even though
they are not imposed under an income tax law.

Taxes not based on income. Foreign taxes
based on gross receipts, rather than on real-
ized netincome, do not qualify unless they are
imposed in lieu of an income tax, as discussed
next. Taxes based on assets, such as property
taxes, do not qualify for the credit.

Taxes in Lieu
of Income Taxes
A tax paid or accrued to a foreign country qual-

come tax otherwise generally imposed. A for-
eign levy is atax in lieu of an income tax only if:

1) The tax is not payment for a specific eco-
nomic benefit as discussed earlier, and

2) It meets the substitution requirements;
that is, the tax is imposed in place of, and
not in addition to, an income tax otherwise
generally imposed. See also the earlier
discussion of soak-up taxes.

Since a tax in lieu of an income tax does
not have to be based on realized netincome, a
foreign tax imposed on gross income, gross
receipts or sales, or the number of units pro-
duced or exported can qualify for the credit.
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Reduction in Total
Foreign Taxes
Available for Credit

You must reduce your total foreign taxes that
are available for credit under the following
circumstances.

Taxes on excluded income. You must re-
duce your foreign taxes available for credit or
deduction by the taxes paid or accrued on in-
come that is excluded from income under the
foreign earned income exclusion or the foreign
housing exclusion. See Publication 54 for
more information on the foreign earned in-
come and housing exclusions.

If your wages are completely excluded,
you cannot deduct any of the foreign taxes
paid or accrued on these wages or take a
credit for them against the U.S. tax on other-
wise taxable income from foreign sources.

If only part of your wages are excluded,
you cannot deduct or take a credit for the for-
eign income taxes allocable to the excluded
part. You find the amount allocable to your ex-
cluded wages by multiplying the foreign tax
paid or accrued on foreign earned income re-
ceived or accrued during the tax year by a
fraction.

The numerator of the fraction is your ex-
cluded foreign earned income for the tax year
minus otherwise deductible expenses directly
related and properly apportioned to that in-
come (not including the foreign housing
deduction).

The denominator is your total foreign
earned income received or accrued during the
tax year minus all deductible expenses alloca-
ble to that income (including the foreign hous-
ing deduction). If the foreign law taxes foreign
earned income and some other income (for ex-
ample, earned income from U.S. sources or a
type of income not subject to U.S. tax), and the
taxes on the other income cannot be segre-
gated, the denominator of the fraction is the to-
tal amount of income subject to the foreign tax
minus deductible expenses allocable to that
income.

Example. You are a U.S. citizen and a
cash basis taxpayer, employed by Company
X.In 1994, you lived in Country A and qualified
for the foreign earned income exclusion. You
earned and received $120,000 of foreign
earned income and paid $20,000 in un-
reimbursed business travel expenses in 1994.
You also paid $30,000 in income tax to Coun-
try A. Your exclusions of foreign earned in-
come and housing allowance total $77,225.

The amount of the business expenses that
is allocable to excluded amounts, and not de-
ductible, is $12,871. This is figured by multiply-
ing the otherwise allowable deductions by a
fraction that is your excluded amounts over
your foreign earned income ($20,000 x
$77,225/$120,000).

The amount of Country A tax that is alloca-
ble to excluded amounts and, therefore, not
creditable or deductible, is $19,306. This is fig-
ured by multiplying the tax of $30,000 by the
following fraction:

$64,354 ($77,225 — $12,871)
$100,000 ($120,000 — $20,000)

Taxes on foreign mineral income. You must
reduce any taxes paid or accrued to a foreign
country or possession on mineral income de-
rived in the country or possession if you were
allowed a deduction for percentage depletion
for any part of the mineral income.

Taxes specifically attributable to interna-
tional boycott operations. In general, if you
participate in or cooperate with an interna-
tional boycott, your foreign taxes attributable
to the boycott activity will reduce the total taxes
available for credit. For more information, see
the discussion later under International
Boycott.

Taxes of persons controlling foreign cor-
porations. If you control a foreign corpora-
tion, you must file an annual information return
on Form 5471, Information Return of U.S. Per-
sons With Respect To Certain Foreign
Corporations.

If you fail to file the return by the due
date, you must reduce by 10% all foreign
taxes that may be used for the foreign tax
credit. You then subtract from this 10% reduc-
tion any dollar penalty for failure to furnish this
information. Generally, the dollar penalty is
$1,000 for each failure. You must also make
reductions of 5% for each additional 3—month
period, or part of a period if the failure contin-
ues for 90 days or more.

Foreign Taxes for Which
You Cannot Take a Credit

You cannot claim a foreign tax credit for taxes
paid or accrued to any country if the income
giving rise to the tax is attributable to a period
(the sanction period) during which:

1) The country has been designated by the
Secretary of State as a country that re-
peatedly provides support for acts of inter-
national terrorism,

2) The United States has severed or does
not conduct diplomatic relations with the

country, or

—

3

~

The United States does not recognize a
country’s government, unless that gov-
ernment is eligible to purchase defense
articles or services under the Arms Export
Control Act.

The following countries meet the above
description for 1994:

Table 1. Countries That Do Not
Qualify for a Foreign Tax
Creditin 1994

Afghanistan Libya
Cambodia North Korea
Cuba Syria

Iran Vietnam
Iraq




Income that is paid through one or more
entities is treated as coming from a foreign
country listed above if, in the absence of the
entities, this income would be considered as
coming from one of these countries.

Limit on credit. In figuring the foreign tax
credit, discussed later, do not include in your
total foreign income any income for the sanc-
tion period of the countries listed above. This
will prevent the foreign taxes for the sanction
period of these countries from being used as a
credit against the U.S. tax.

Example. During 1994, you lived and
worked in Libya until August, when you were
transferred to Italy. You earned $85,000 in
Libya through July, and $40,000 in Italy
through the end of the year. You paid taxes to
each country on the income earned there. You
cannot claim a foreign tax credit for the foreign
taxes paid on the income earned in Libya.
Therefore, you cannot include the income
earned in Libya in total foreign income when
you figure your foreign tax credit for the taxes
paid to Italy.

Treatment of foreign taxes not allowed as a
credit. You cannot carry back or carry forward
to other tax years the amount of foreign taxes
that you cannot claim as a credit. However,
you can deduct any amount that you cannot
take as a foreign tax credit. See Choice to
Take Credit or Deduction, earlier.

Figuring the credit when a sanction ends.
Table 2 lists the countries for which sanctions
have been lifted. For any of these countries,
you can claim a foreign tax credit for the taxes
paid or accrued to that country on the income
for the period that begins after the end of the
sanctioned period.

Example. The sanctions against Country
X were lifted on July 31, 1994. On August 19,
1994, you receive a distribution from a mutual
fund of Country X income. The fund paid
Country X income tax for you on the distribu-
tion. Because the distribution was made after
the sanction was lifted, you may use the distri-
bution to compute your foreign tax credit.

Income for the non-sanctioned period
not determinable. If your tax year includes in-
come from a foreign country for which a sanc-
tion period ends in that year and you are not
able to determine the income for the non-sanc-
tioned period, you can allocate your income to
that period by using the following formula.

Number of . Foreign
nonsanctioned E%r:}rlw?rn s Country’s
days in year x Incomey = Income for
Number of days for vear nonsanctioned
inyear Y period

Example. You are a calendar year filer
and received $20,000 of income from Country
X in 1994. Sanctions against Country X were
lifted on July 11, 1994. You are unable to de-
termine how much of the income is for the
non-sanctioned period. You may use the
above formula to determine the amount of the
income from the non-sanctioned period. Be-
cause your tax year starts on January 1, and
the Country X sanction was lifted on July 11,

Table 2. Countries Removed From the Sanctioned List

Country Sanction Period
Starting Date Ending Date
Albania January 1, 1987 March 15, 1991
Angola January 1, 1987 June 18, 1993
South Africa January 1, 1988 July 10, 1991
People’s Democratic January 1, 1987 May 22, 1990
Republic of Yemen

1994, 173 days of your tax year are in the non-
sanctioned period. You would compute the in-
come of the non-sanctioned period as follows:

égg ggyz x $20,000 = $9,589

To figure your foreign tax credit, you would
use $9,589 as the income from Country X.

Further information. The rules for figur-
ing the foreign tax credit after a country’s sanc-
tion period ends are more fully explained in
Revenue Ruling 92-62, 1992-2 Cumulative
Bulletin, page 193. This ruling can be found in
many libraries and IRS offices.

How To Figure
the Credit

As already indicated, you can claim a foreign
tax credit only for foreign taxes on income, war
profits, or excess profits, or taxes in lieu of
those taxes. In addition, there is a limit on the
amount of the credit that you can claim. You
figure this limit and your credit on Form 1116.
Your credit is the amount of foreign tax you
paid or accrued or the limit, whichever is
smaller.

If you have foreign taxes available for credit
but you cannot use them because of the limit,
you may be able to carry them back to the 2
previous tax years and forward to the next 5
tax years.

Also, certain tax treaties have special rules
that you must consider when figuring your for-
eign tax credit. See Tax Treaties, later.

Limit on the Credit

The foreign tax credit is limited to the same
proportion of your total U.S. tax that your taxa-
ble income from sources outside the United
States bears to your total taxable income. See
the formula for this below.

To determine this limit, you must separate
your foreign source income into categories, as
discussed under Separate Limit Income. The
limit treats all foreign income in each separate
category of income as a single unit and limits
the credit to the U.S. income tax attributable to
the taxable income in that category from all
sources outside the United States.

Under the limit in each category, operating
losses in one foreign country will offset income
from another foreign country.

In determining your taxable income from
sources outside the United States, do not in-
clude any income from the countries listed

under Foreign Taxes for Which You Cannot
Take a Credit, discussed earlier.
Figure the limit using the following formula:

Taxable income from

sources outside

U.S. in category UsS
(notin excess of S _
total taxable income) x {ncome -
Total taxable income ax

from all domestic and

foreign sources

Maximum
Credit

If, in a tax year, none of your foreign in-
come was subject to U.S. tax, the numerator
of this fraction would be zero and you would
have no foreign tax credit in that year.

If you compute your tax for 1994 using the
Capital Gain Tax Worksheet in the Instruc-
tions for Form 1040, you need to adjust the de-
nominator. If you had a foreign source capital
gain or loss, you also need to adjust the nu-
merator. See Capital Gains and Losses, later.

Separate Limit Income

You must figure the limit on a separate basis
with regard to each of the following categories
of income:

1) Passive income,
2
3) Financial services income,

—

High withholding tax interest,

4) Shipping income,

5) Certain dividends from a domestic inter-
national sales corporation (DISC) or for-
mer DISC,

Certain distributions from a foreign sales
corporation (FSC) or former FSC attribu-
table to foreign trade income,

6

~

7

~

Any lump-sum distributions from em-
ployer benefit plans for which the special
averaging treatment is used to determine
your tax, and

8) All other income notincluded in the above

categories (general limitation income).

=

Figuring the Separate Limits

In figuring your separate limits, you must com-
bine the income (losses) in each category
from all foreign sources, and then apply the
limit. The separate limit is mandatory.

Example. For 1994 you are single, under
65, do not itemize deductions, and have taxa-
ble income of $30,000 that includes interest
income of $500 from Country X and $1,500
from Country Y. It also includes $2,000 of divi-
dends from foreign sources attributable to the
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foreign trade income of a FSC and $10,000 of
taxable wages from Country Z. The balance of
your taxable income ($16,000) is from U.S.
sources.

These taxable income amounts are for
purposes of figuring the limit on the foreign tax
credit; that is, they are gross income
amounts after subtracting an allocable part
of your standard deduction, but without
subtracting your personal exemption. Your
U.S. tax liability before the foreign tax credit is
$4,764, and you figure your limit on foreign
taxes as follows:

Separate limit, general limitation income
(Country 2)

$10,000

m 4,764 = $l,588

Separate limit, passive income
(Countries X&)

$ 2,000
$30,000

4,764 = $318

Separate limit, FSC dividends

$ 2,000

m X 4,764 = $318

Passive income. Passive income generally
includes dividends, interest, rents, royalties,
and annuities. It also includes gains from the
sale of non-income-producing investment
property or property that generates passive in-
come. Gains from certain commodities trans-
actions are included, except hedging and ac-
tive business gains or losses of producers,
processors, merchants, or handlers of com-
modities. Passive income also includes such
income as undistributed foreign personal hold-
ing company income treated as dividends and
amounts includible under section 1293 of the
Internal Revenue Code (relating to certain
passive foreign investment companies).

Passive income does not include gains
from the sale of inventory property or property
held mainly for sale to customers in the ordi-
nary course of your trade or business. Passive
income also does not include any income from
the other separate limit categories or from ex-
port financing interest, high-taxed income, or
active business rents and royalties from unre-
lated persons.

Export financing interest is derived from
financing the sale (or other disposition) of
property for use outside the United States if
the property is manufactured or produced in
the United States and not more than 50% of
the value of the property is attributable to im-
ports to the United States.

High-taxed income is passive income
subject to foreign taxes in excess of the high-
est applicable U.S. tax rate. This income is
moved from the passive income category into
the general limitation income category.

High withholding tax interest. High with-
holding tax interest is interest (except export
financing interest) that is subject to a foreign
gross-withholding or gross-basis tax of at least
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5%. If interest is not high withholding tax inter-
est because it is export financing interest, it is
usually general limitation income. However, if
itis received by a financial services entity, it is
financial services income.

Financial services income. Financial ser-
vices income is, generally, any income re-
ceived or accrued by any person predomi-
nantly engaged in the active conduct of a
banking, insurance, financing, or similar busi-
ness, and which is:

Derived in the active conduct of a banking,
financing, or similar business,

Passive income, or

Export financing interest which is subject
to a foreign gross-withholding or gross-
basis tax of at least 5%.

It also includes income from the investment by
an insurance company of its unearned premi-
ums or reserves. Financial services income
does not include any export financing interest
(except as noted above) or high withholding
tax interest.

Shipping income. Shipping income is for-
eign base company shipping income (as de-
fined in section 954(f) of the Internal Revenue
Code). This is income derived from, or in con-
nection with, the use (or hiring or leasing for
use) of any aircraft or vessel in foreign com-
merce. It also includes income from the sale,
or other disposition, of these aircraft or ves-
sels. Income from activities relating to space
or the ocean are included. Shipping income
that is both shipping and financial services in-
come is treated as financial services income.

DISC dividends. This dividend income gen-
erally consists of dividends from an interest
charge DISC or former DISC to the extent they
are attributable to qualified export receipts.

FSC distributions. These are distributions
out of earnings and profits attributable to for-
eign trade income.

Lump-sum distribution. If you receive a for-
eign-source lump-sum distribution (LSD) from
a retirement plan, and you figure the tax on it
using the special averaging treatment for
LSDs, a special computation must be made.
(The special averaging treatment for LSDs is
elected by filing Form 4972, Tax on Lump-sum
Distributions.)

Follow the Form 1116 instructions and
complete the worksheet in those instructions
to determine your foreign tax credit on the
LSD.

General limitation income. This is income
from sources outside the United States that
does not fall into one of the other separate limit
categories.

Rules for controlled foreign corporations.
As a U.S. shareholder, certain income that
you receive or accrue from a controlled foreign
corporation (CFC) is treated as separate limit

income. You are considered a U.S. share-
holder in a CFC if you own 10% or more of the
total combined voting power of all classes of
stock entitled to vote.

Subpart F inclusions, interest, rents, and
royalties from a CFC are generally treated as
separate limit income to the extent that they
are attributable to the separate limit income of
the CFC. A dividend paid or accrued out of the
earnings and profits of a CFC is treated as
separate limit income in the same proportion
that the part of earnings and profits attributa-
ble to income in the separate category bears
to the total earnings and profits of the CFC.

Partnerships. In general, a partner’s distribu-
tive share of partnership income is treated as
separate limit income to the extent it is attribu-
table to the separate limit income of the part-
nership. However, if the partner owns less
than 10% interest in the partnership, the in-
come is generally treated as passive income.

Mutual funds. If you receive foreign source
distributions from a mutual fund that elects to
pass through to you the foreign tax credit, the
income is generally considered passive. The
mutual fund will need to provide you with this
information.

Allocation of foreign taxes. If you have paid
or accrued foreign income tax for a tax year on
more than one separate limitincome category,
but the tax is not specifically allocable to any
one of the items of income received, you must
allocate the tax to each category of income.

You do this by multiplying the foreign in-
come tax related to more than one category by
a fraction. The numerator of the fraction is the
net income of each of the separate limit cate-
gories. The denominator is the total net for-
eign income.

You figure net income by deducting from
the gross income in each category and from
the total foreign income any expenses, losses,
and other deductions specifically allocable to
them under the laws of the foreign country or
U.S. possession. If the expenses, losses, and
other deductions are not specifically allocated
under foreign law, they are apportioned under
the principles of the foreign law. If the foreign
law does not provide for an allocation or ap-
portionment, use the principles covered in the
U.S. Internal Revenue Code.

Example. In 1994, you paid foreign in-
come taxes of $3,200 to Country A on wages
of $80,000 and interest income of $3,000.
These were the only items of income on your
foreign return. You also have deductions of
$4,400 that, under foreign law, are not defi-
nitely related to either the wages or interest
income.

Because the foreign tax is not specifically
attributable to either item of income, you must
allocate the tax between the wages and the in-
terest under the tax laws of Country A. For
purposes of this example, assume that the
laws of Country A do this in a manner similar to
section 861 of the U.S. Internal Revenue
Code. First figure the netincome in each cate-
gory by allocating those expenses that are not
definitely related to either category of income.



You figure the expenses allocable to wages
(general limitation income) as follows:

$80,000 (wages)

$83,000 (total income) x $4400 =

$4,241
The net wages are $75,759 ($80,000-
$4,241).

You figure the expenses allocable to inter-
est (passive income) as follows:

$3,000 (interest

$83,000 (totalincome) * $4:400 =

$159

The net interest is $2,841 ($3,000-$159).
Then, to figure the foreign tax attributable

to the wages, you multiply the total foreign in-

come tax by the following fraction:

$75,759 (net wages)
$78,600 (total netincome)

x $3,200 = $3,084
You figure the foreign tax attributable to
the interest income as follows:

$2,841 (net interest) _
78,600 (total netincome) x $3,200 = $116

Foreign taxes from a partnership. If you are
a partner in a partnership that has foreign in-
come and the partnership paid or accrued for-
eign income tax, you will need to use certain
information from the Form K—1 you received
from the partnership. To compute your credit,
you will need to refer to lines 17a through 17g
on the Form K-1. Line 17e is the foreign tax
that was paid or accrued on your behalf by the
partnership. Any reductions to the foreign tax
are shown on line 17f. On line 17¢ you will find
your share of the partnership’s gross income.
Line 17d is the total applicable deductions and
losses that reduce line 17c. You will need
these figures to compute your foreign tax
credit.

Subchapter S corporation. If you own
stock in a Subchapter S corporation and re-
ceive a Form K-1 (1120S), you will find this in-
formation on lines 15a through 15g. Line 15e is
the foreign tax that was paid or accrued on
your behalf by the corporation. Any reductions
to the foreign tax are shown on line 15f. On line
15c you will find your share of the corporation’s
gross income. Line 15d is the total applicable
deductions and losses that reduce line 15c.

Figuring the Limit

You must figure your taxable income in each
category from sources outside the United
States and total taxable income from all
sources before you can determine your limit on
the credit. Your taxable income is gross in-
come less applicable deductions.

For this computation, do not include in
your gross income any earned income that is
exempt from tax under the foreign earned in-
come exclusion or the foreign housing exclu-
sion. These exclusions from income are dis-
cussed in detail in Publication 54.

If you are self-employed, the type of bus-
iness or profession you are in determines what
you must include in gross income. If you are in
a manufacturing, selling, or mining business,
gross income is gross profit (gross receipts

less cost of goods sold). If you are in a busi-
ness of providing services, then gross income
is gross receipts.

Rules for Determining
the Source of Income

Since the foreign tax credit applies to foreign
source income, you must first determine
whether your income is from U.S. sources or
foreign sources. Some of the general rules for
figuring the source of income are outlined in
Table 3.

Rules for Determining
Taxable Income

From Sources Outside
the United States

To figure your taxable income in each category
from sources outside the United States, you
first allocate to specific classes (kinds) of gross
income the expenses, losses, and other de-
ductions (including the deduction for foreign
housing costs) that are definitely related to
that income. A deduction is definitely related to
a specific class of gross income if it is incurred
as a result of, or incident to, an activity or in
connection with a property from which that in-
come is derived. For example, compensation
for personal services, business income, or in-
vestment income may be classes of gross
income.

When you allocate deductions that are
definitely related to a specific class of
gross income, you take exempt income into
account for the allocation. However, do not
take exempt income into account to apportion
deductions to items within a class of income.
You must allocate and apportion your interest
expense and state income taxes under the
special rules discussed later under Interest ex-
pense and State taxes.

If the class of gross income to which a
deduction definitely relates includes one or
more separate limit categories, or one or more
separate limit categories and U.S. source in-
come, you then must apportion the definitely

Table 3. Source of Income

related deductions within that class of gross
income.

To apportion, you can use any method that
reflects a reasonable relationship between the
deduction and the income in each separate
limit category. One acceptable method for
many individuals is based on a comparison of
the gross income in a class of income to the
gross income in a separate limit income
category.

Use the following formula to figure the
amount of the definitely related deduction ap-
portioned to the income in the separate limit
category:

Gross income in separate limit category

Total gross income in the class x  deduction

You do not take exempt income into account
when you apportion the deduction. However,
income excluded under the foreign earned in-
come or foreign housing exclusion is not con-
sidered exempt. You must, therefore, appor-
tion deductions to that income.

Interest expense. Generally, you must ap-
portion interest expense under the following
special rules. However, if you have gross for-
eign source income (including income that is
excluded under the foreign earned income ex-
clusion) of $5,000 or less, you do not appor-
tion interest under the following rules. Your in-
terest expense can be allocated entirely to
domestic source income.

The Instructions for Form 1116 have a
worksheet for apportioning your deductible
home mortgage interest expense.

Interest incurred in a trade or business
is apportioned using the asset method based
on your business assets.

Under the asset method, you apportion the
interest expense to your separate limit catego-
ries based on the value of the assets that pro-
duced the income. You can value assets at fair
market value or the tax book value.

Investment interest is apportioned on
the basis of your investment assets.

Interest incurred in a passive activity is
apportioned on the basis of your passive activ-
ity assets.

Item of Income

Salaries, wages, other compensation
Business income:

Personal services

Sale of inventory
Interest

Dividends

Rents

Royalties:
Natural resources
Patents, copyrights, etc.

Sale of real property
Sale of personal property

Pensions

Factor Determining Source

Where services performed

Where services performed
Where sold
Residence of payer

Whether a U.S. or foreign corporation
Location of property

Location of property
Where property is used

Location of property

Seller’s residence (but see the discussion
under Capital Gains and Losses, later, for
exceptions)

Where services were performed that earned
the pension
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Qualified residence interest is appor-
tioned under a gross income method, taking
into account all income (including business,
passive activity, and investment income), but
excluding income that is exempt under the for-
eign earned income exclusion. Qualified resi-
dence interest is your deductible home mort-
gage interest from Schedule A (Form 1040).
The gross income method is based on a com-
parison of the gross income in a separate limit
category with total gross income.

For this purpose, however, any qualified
residence that is rented is considered a busi-
ness asset for the period in which it is rented.
You therefore apportion this interest under the
rules for passive activity or trade or business
interest.

Example. You are engaged in a business
that you operate as a sole proprietorship. Your
business generates only U.S. source income.
Your investment portfolio consists of several
less than 10% stock investments. You have
stocks with an adjusted basis of $100,000.
Some of your stocks (with an adjusted basis of
$40,000) generate U.S. source income; your
other stocks (with an adjusted basis of
$60,000) generate foreign passive income.
You also own your personal residence, which
is subject to a mortgage of $120,000. Interest
on this loan is qualified residence interest. You
also have a bank loan in the amount of
$40,000. The proceeds were divided equally
between your business and your investment
portfolio. Your gross income in your business
is $50,000. Your investment portfolio gener-
ated $4,000 in U.S. source income and $6,000
in foreign source passive income. All of your
debts bear interest at the annual rate of 10%.

The $2,000 interest expense attributable to
your business is apportioned on the basis of
the business assets. All of your business as-
sets generate U.S. source income; therefore,
they are U.S. assets. The $2,000 in interest
expense on the business loan is allocable to
U.S. source income.

The $2,000 interest expense attributable to
your investments is apportioned on the basis
of investment assets. Your assets consist of
stock (adjusted basis, $40,000) generating
U.S. source income and stock (adjusted basis,
$60,000) generating foreign source passive
income. Thus, 40% ($40,000/$100,000
x$2,000) or $800 of your investment interest is
apportioned to U.S. source income and 60%
($60,000/$100,000 x $2,000) or $1,200 is ap-
portioned to foreign passive income for pur-
poses of figuring the limit on the foreign tax
credit.

The $12,000 qualified residence interest
expense is apportioned on the basis of all your
gross income. Your gross income consists of
$60,000, $54,000 of which is U.S. source in-
come and $6,000 of which is foreign source
passive income. Thus, $1,200 ($6,000/
$60,000 x $12,000) of the qualified residence
interest is apportioned to foreign source pas-
sive income.

State taxes. State income taxes (and certain
taxes measured by taxable income) are defi-
nitely related and allocable to the gross in-
come on which the taxes are imposed. If you
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pay this state tax and it is imposed in part on
foreign source income, the part of your state
tax attributable to foreign source income is
definitely related and allocable to foreign
source income.

If the state does not specifically exempt
foreign income from tax, the deduction for
state taxes may be allocable to a class of
gross income that includes foreign source
income.

If the total income taxed by the state is
greater than the amount of U.S. source in-
come for federal tax purposes, then the state
tax is allocable to a class of gross income that
includes foreign source income.

If the total income taxed by the state is
less than or equal to the U.S. source income
for federal tax purposes, none of the state tax
is allocable to a class of gross income that in-
cludes foreign source income.

If state law specifically exempts foreign
income from tax, the state taxes are definitely
allocable to the U.S. source income.

If you find that these methods do not result
in a proper allocation of state income taxes,
you can make any other reasonable allocation
that will, in the opinion of the District Director,
more clearly reflect the proper allocation.

Example. Your total income for federal
tax purposes, before deducting state tax, is
$100,000. Of this amount, $25,000 is foreign
source income and $75,000 is U.S. source in-
come. You pay state income tax of $6,000 on
a total income of $90,000. The state does not
specifically exempt foreign source income
from tax. The total state income of $90,000 is
greater than the U.S. source income for fed-
eral tax purposes. Therefore, the $6,000 is
definitely related and allocable to a class of
gross income that includes foreign source
income.

You apportion the tax between U.S. source
and foreign source income in that class of
gross income. In these facts, you may pre-
sume that $15,000 ($90,000 - $75,000) is the
foreign source income taxed by the state.
Then, $1,000 of state income tax is appor-
tioned to foreign source income, figured as
follows:

$15,000

m x $6,000 = $1,000

Deductions not definitely related. You must
apportion to your foreign income in each sepa-
rate limit category a fraction of your other ex-
penses that are not definitely related to a spe-
cific class of gross income. These deductions
are medical expenses, charitable contribu-
tions, real estate taxes for your home, alimony
payments, or, if you do not itemize, the stan-
dard deduction. The numerator of the fraction
is your gross foreign income in the separate
limit category, and the denominator is your to-
tal gross income from all sources. For this pur-
pose, gross income includes income that is ex-
cluded under the foreign earned income
provisions.

Itemized deduction limit. For 1994, you may
have to reduce your itemized deductions if
your adjusted gross income is more than

$111,800 ($55,900 if married filing sepa-
rately). This reduction does not apply to medi-
cal and dental expenses, casualty and theft
losses, gambling losses, and investment
interest.

You figure the reduction by using the Item-
ized Deduction Worksheet in the instructions
for Schedule A (Form 1040). Line 3 of the
worksheet shows the total itemized deductions
subject to the reduction. Line 9 shows the
amount of the reduction.

To determine your taxable income from
sources outside the United States, you must
first divide the reduction (line 9 of the work-
sheet) by the deductions subject to the reduc-
tion (line 3 of the worksheet). This is your re-
duction percentage. Then, reduce the
deduction shown on Schedule A (Form 1040)
by your reduction percentage to determine the
amount you can allocate to income from
sources outside the United States.

Example. You are single and have an ad-
justed gross income of $150,000. Your item-
ized deductions other than medical and dental
expenses, casualty and theft losses, gambling
losses, and investment interest total $20,000.
This is the amount on line 3 of the worksheet.
The amount on line 9 is $1,146 ($38,200%3%).

You have a charitable contribution deduc-
tion of $12,000 shown on Schedule A (Form
1040) that is subject to the reduction. Your re-
duction percentage is 5.7% ($1,146/$20,000).
You must reduce your $12,000 deduction by
$684 (5.7%x$12,000). The reduced deduc-
tion, $11,316 ($12,000-$684), is used to de-
termine your taxable income from sources
outside the United States.

Treatment of personal exemptions. Do not
take the deduction for personal exemptions,
including exemptions for dependents, in figur-
ing taxable income from sources outside
the United States.

Taxable income from all sources. You also
figure your total taxable income from all
sources without regard to personal exemp-
tions. You get this figure from line 35, Form
1040.

U.S. tax liability. You figure your U.S. tax lia-
bility against which you apply your allowable
credit, and that you use in figuring the credit,
on your taxable income, that takes into ac-
count the deduction for personal exemptions
and exemptions for dependents. You use the
amount on line 40, Form 1040, /ess any
amounts on lines 41 and 42, and any mort-
gage interest credit on line 44, of Form 1040.

Example. Chris Smith is single, under 65,
and has been a bona fide resident of Country
A for 5 years. In 1994 Chris earned a salary of
$85,000 in Country A. He also had interest in-
come of $5,000 from investments in that coun-
try on which he paid an investment counseling
fee of $700. Chris paid income tax to Country
A on these amounts. In addition, he received
$5,000 dividend income from sources in the
United States. Chris contributed $500 to his
church and other charitable organizations in
the United States. He paid $1,500 real estate



Table 4. Chris Smith

Chris computes his Form 1040 U.S. tax liability as follows.

A. Income Subject to U.S. Tax
1) Salary (COUNTIY A) ..ttt
2) Less: Foreign earned income exclusion ..............ooiviiiiiiiiiiiiineeennnnn.
3) Salary includible in U.S. federal taxreturn.....................
4) Interest (COUNrY A) ...
5) Dividends (United States).......... .
6) AdJUSLEA GrOSS INCOME . ...ttt ettt e et e et ns
B. Less: Itemized Deductions
1) ltemized deductions
a) Contributions (United States) ..........cooviiiiiiiiiii i
b) Taxes onresidence (Country A)..........coovviiiiiinnnnnn.
c) Interest on residence (Country A)
d) Investment counselling fee (Country A) ($700 - 500, 2% of AGI)
e) Totalitemized deducCtionS ............ooiiiiiiiiiiiiie i
Taxable Income Before Personal Exemption..................
Less: Personal Exemption
Taxable INCoOmMe .. ...

U.S. Tax Liability from Tax Table under Single Column

mmoo

$85,000
70,000
$15,000
5,000
5,000
$25,000

G. Computation of Taxable Income from Country A (General Limitation Income)
1) General limitation income from Country A includible in U.S. federal income tax
FELUMN (LINE A(3)) « 1t ettt ittt ettt et
2) Less: Residence intgrest allocable to general limitation income (Line B(1)( c))
15,000

mx$2,500 ................................. 1,500
3) Total itemized deductions..............ccovveiiiiiiinnnnn... $4,700
4) Less: Itemized deductions definitely allocable to specific in-
come items (Lines B(1)(c)and (d)) ..........ccooviiiiiiiinn 2,700
5) ltemized deductions not definitely allocable to specific in-
COME IHBIMS Lottt et e $2,000

6) Ratable part of $2,000 applicable to general limitation income

$85,000 (Lines A(2) and G(1
H‘—(()W_%‘%gs,ooo Lines A(2) and A(6 x$2,000
7) Total deductions allocable to general limitation income.........
8) Taxable income in general limitation income category ................cccoon.t.

Chris computes his Form 1116 taxable general limitation income from Country A a s follows.

Form 1116 is needed for each category of income.)

H. Computation of Taxable Income from Country A (Passive Income)
1) Passive income from Country A includible in U.S. federal income tax return
(LINE A oottt ettt e
2) Less: Expenses definitely allocable to passive income (Line B(1)(d)). .. .$200
3) Less: Residence interest allocable to passive income (Line B(1)(c))
$5,000
$25,000
4) Total itemized deductions..............coovvviiiiiiiiininna.
5) Less: Itemized deductions definitely allocable to specific in-
come items (Lines B(1)(c) and (d))
6) ltemized deductions not definitely allocable to specific in-
COME IEIMS ettt ettt $2,000
7) Ratable part of $2,000 applicable to income category
$5,000 (Lines A(4)) % $2.000
$95,000 (Lines A(2) and A(6)) TIEM e
8) Total deductions allocable to passive inCOmMe .............viiiiiiiiniiieaen...
9) Taxable income in passive iNCOME Category ..........uuveiiiiieeieiiiaaennnnn.

500

Chris computes his Form 1116 taxable passive income from Country A as follows. (A separate

$5,000

earlier under Limit on the Credit.)

I. Computation of Taxable income from All Sources for Purposes of the Foreign
Tax Credit
1) Taxable income fromall sources (LINEC) ......ooiiiiiiiiiiiiiiiiiiiiieiae e
J. Computation of the Limit on Foreign Tax Credit Allowable (General Limita-
tion Income)

3%15(1)% '[:22 ,Glg X $2,681 (LINE F) ...t

K. Computation of the Limit on Foreign Tax Credit Allowable (Passive Income)

$4,195 (Line H(9 ’
20,300 (Line 1 (1)) XB2,68L(LINEF) ..ttt

Chris computes his credit limit for each category of income. (See discussion o f this calculation

taxes on his residence in Country A, and de-
ductible interest of $2,500 on his mortgage in
Country A.

Chris’income subject to U.S. tax is the total
received from all the sources mentioned previ-
ously. However, from the $85,000 salary re-
ceived in Country A, he excludes $70,000
under the foreign earned income exclusion.
His adjusted gross income is $25,000. Chris’
salary is in the general limitation income cate-
gory. His interest income is in the passive cat-
egory. Therefore, he needs to figure two limits.
The limit on the amount of foreign taxes that
Chris may credit on his salary and interest in-
come in 1994 is $1,547 and $554, respec-
tively, as shown in Table 4.

Capital Gains and Losses

If you have a foreign source capital gain or loss
and used the Capital Gain Tax Worksheet in
the Instructions for Form 1040, you will need to
adjust the gain or loss. See Maximum capital
gains tax, later.

Foreign capital gain. Your taxable income
from foreign sources in a separate limit cate-
gory (the numerator of the limiting fraction) in-
cludes gains from the sale or exchange of cap-
ital assets only to the extent of foreign source
capital gain net income. Your taxable in-
come from all sources (the denominator of the
fraction) includes gains from the sale or ex-
change of capital assets only to the extent of
capital gain net income.

Foreign source capital gain net income
for a separate limit category is the lesser of:

1) Capital gain netincome from foreign
sources in the separate limit category, or

2) Capital gain net income from all sources
in that category.

Capital gain net income is the excess of
your gains from sales or exchanges of capital
assets over your losses from sales or ex-
changes of capital assets. This includes net
section 1231 gain, but does not include gain
from the sale or exchange of capital assets to
the extent the gain is not treated as capital
gain.

Capital asset. Generally, everything you
own and use for personal purposes or invest-
ment is a capital asset. Some examples are:
stocks or bonds held in your personal account;
a home owned and occupied by you and your
family; household furnishings; a car used for
pleasure or commuting; coin or stamp collec-
tions; gems and jewelry; gold, silver or any
other metal.

Net section 1231 gain. Property used in a
trade or business or held for the production of
rents or royalties and held more than one year,
and any other property held for more than one
year that is subjected to an involuntary conver-
sion, is known as section 1231 property. You
combine all gains and losses from the sales
and dispositions of section 1231 property for
the tax year. If your section 1231 gains exceed
your section 1231 losses, you have a net sec-
tion 1231 gain. (For more information on these
gains, see Publication 544, Sales and Other
Dispositions of Assets.)

Example. You are a U.S. citizen and re-
side in Country X during 1994. You had a
$10,000 long-term capital gain and a $2,000
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long-term capital loss from sales of foreign cor-
porate stock through Country X’s stock ex-
change. This is income in the passive cate-
gory. You also had a $6,000 long-term capital
loss from U.S. sources. Your foreign source
capital gain netincome is $2,000, the lesser of
(1) or (2):

1) Capital gain netincome from foreign sources:

Long-term capital gain—Country X $10,000
Long-term capital loss—Country X (2,000)
Capital gain net income from foreign

sources (passive income category) $ 8,000

2) Capital gain netincome from all sources:

Long-term capital gain—Country X $10,000
Long-term capital loss—Country X (2,000)
Long-term capital loss—U.S. (6,000)
Capital gain net income from all

sources

$ 2,000

When figuring the limit in your passive income
category, the amount to include in the
numerator of the limiting fraction is $2,000.
The amount to include in the denominator is
also $2,000, capital gain net income from all
sources.

If you used the Capital Gain Tax Work-
sheet in the Instructions for Form 1040 to fig-
ure your tax, you will need to adjust the
amount of capital gain that you include in the
fraction. See Maximum capital gains tax, later,
for information on this adjustment.

Foreign capital loss. Your taxable income
from foreign sources in a separate limit cate-
gory (the numerator of the limiting fraction) is
reduced by any net capital loss from foreign
sources in that category, to the extent taken
into account in figuring your capital gain net in-
come. For this purpose, net capital loss is the
excess of losses from the sale or exchange of
capital assets (that are treated as capital
losses) and any capital loss carryover, over
the capital loss deduction limit for the tax year.
When figuring net capital loss, include gains
and losses that are not from the sale or ex-
change of capital assets but that are treated as
capital gains and losses, such as net section
1231 gains.

If you used the Capital Gain Tax Work-
sheet in the Instructions for Form 1040 to fig-
ure your tax, see Maximum capital gains tax,
later, for information on an adjustment you will
need to make.

Sales or exchanges of certain personal
property. The source of income from the sale,
exchange, or other disposition of personal
property depends on the type of property.

Income from the sale of tangible or in-
tangible personal property is generally
sourced in the country of the seller’s resi-
dence. If personal property is sold by a U.S.
resident, the income from the sale is generally
treated as U.S. sourced. If sold by a nonresi-
dent, the income is generally treated as foreign
sourced.
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A U.S. resident, for this purpose, isa U.S.
citizen or resident alien who does not have a
tax home in a foreign country or a nonresident
alien who has a tax home in the United States.
Generally, your tax home is the general area of
your main place of business, employment, or
post of duty, regardless of where you maintain
your family home. Your tax home is the place
where you are permanently or indefinitely en-
gaged to work as an employee or self-em-
ployed individual. If you do not have a regular
or main place of business because of the na-
ture of your work, then your tax home is the
place where you regularly live. If you do not fit
either of these categories, you are considered
an itinerant and your tax home is wherever you
work. A nonresident is any person other than a
U.S. resident.

Exception. U.S. citizens and resident
aliens will not be treated as nonresidents for a
sale of personal property unless an income
tax of at least 10% of the gain on the sale is
paid to a foreign country.

Inventory. Income from the sale of inven-
tory property is generally sourced where the ti-
tle to the property passes.

Intangibles. Income from the sale of in-
tangible property (such as a patent, copyright,
trademark, or goodwill) that is contingent on
the productivity, use, or disposition of the prop-
erty is sourced in the country where the prop-
erty is used. Payments for goodwill are
sourced in the country where the goodwill was
generated.

Depreciable property. The gain from the
sale of depreciable personal property, up to
the amount of the previously allowable depre-
ciation, is sourced in the same way as the orig-
inal deductions were sourced. Thus, to the ex-
tent the previous deductions for depreciation
were allocable to U.S. source income, the gain
is U.S. source, and to the extent the deprecia-
tion deductions were allocable to foreign
sources, the gain is foreign source income.
Gain in excess of the depreciation deductions
is sourced the same as inventory property,
where the title to the property passed.

However, if personal property is used
predominantly in the United States, the gain
from the sale, to the extent of the allowable de-
preciation deductions, is treated entirely as
U.S. source income.

If the property is used predominantly
outside the United States, the gain, to the ex-
tent of the depreciation deductions, is treated
entirely as foreign source income.

Depreciation includes amortization and
any other allowable deduction that treats a
capital expenditure as a deductible expense.

Sales through foreign office or fixed
place of business. Income earned by U.S.
residents from the sale of personal property
through an office or other fixed place of busi-
ness outside the United States is generally
treated as foreign source if:

1) The income from the sale is attributable to
the business operations located outside
the United States, and

2) Atleast 10% of the income is paid as tax
to the foreign country.

If less than 10% is paid as tax, the income is
U.S. source.

This rule does not apply to income
sourced under the rules for inventory property,
depreciable personal property, intangible
property (when payments in consideration for
the sale are contingent on the productivity,
use, or disposition of the property), or goodwill.

Maximum capital gains tax. If you compute
your tax for 1994 using the Capital Gain Tax
Worksheet in the Instructions for Form 1040,
you need to adjust the denominator of the limit-
ing fraction used in figuring your foreign tax
credit. If you had a foreign source capital gain
or loss, you also need to adjust the numerator.

The instructions for Form 1116 contain
worksheets for figuring the adjustments. To
adjust the denominator, use the worksheet in
the instructions for line 17 of Form 1116.

To adjust the numerator, you must first
complete a separate Schedule D for your for-
eign source capital gains and losses. This is
your “foreign Schedule D.” If line 18 of your
foreign Schedule D shows a gain, complete
the Worksheet for Capital Gains . If line 18
shows a loss, complete the Worksheet for
Capital Losses . Use your foreign Schedule D
only to compute the limit. Do not file it with
your return.

Example. You use the Capital Gain Tax
Worksheet in the Instructions for Form 1040 to
compute your tax. Your capital gains include a
$6,000 foreign source long-term capital gain.
You must complete a separate Schedule D
(foreign Schedule D) for your foreign source
gain. The lines needed to complete the work-
sheets are as follows.

1) Schedule D filed.
a) Line 17.....$5,000
b) Line 18..... 8,000

c) Line 2..... 5,000 (Capital Gain Tax
Worksheet)

2) Foreign Schedule D.
a) Line 17.....$6,000
b) Line 18..... 6,000

c) Line 2..... 6,000 (Capital Gain Tax
Worksheet)

Since line 18 of your foreign Schedule D is a
gain, you would complete the Worksheet for
Capital Gains, as follows.



Worksheet for Capital Gains

Note: If you were not required to file Schedule D, but
reported capital gain distributions on Form 1040, line
13, compare your foreign capital gain distributions
with your total capital gain distributions and enter the
smaller of the two amounts on line 1 of the
Worksheet.

1. Compare line 18 of your foreign
Schedule D with line 18 of the
Schedule D you are filing with your
tax return. (Estates and trusts should
use line 17 from Schedule D (Form
1041)). Enter the smaller of the two
amounts. This is your foreign source
capital gain netincome. (If aloss
appears on line 18 (line 17 on
Schedule D (Form 1041)) of your
foreign Schedule D, do not complete
the rest of the worksheet. Instead,
use the Worksheet for Capital
Losses below.) Note: Ifthe amount
online 17 (line 16 on Schedule D
(Form 1041)) of your foreign
Schedule D is zero or a loss, do not
complete the rest of the worksheet.
The amount on line 1 of the
worksheet is the amount to include

as capital gain on line 1, Form 1116 $6,000

2. Compare line 2 of your foreign

Capital Gain Tax Worksheet with line

2 of the Capital Gain Tax Worksheet

you used to figure the tax for your

return. (Estates and trusts should

use line 37a from Schedule D (Form

1041)). Enter the smaller of the two

amounts. This is your foreign source

net capital gain.* ................... 5,000
3. Multiply line 2by .2929 ............. 1465
4. Subtractline 3 fromline 1. This is the

amount to include as capital gain on

linel, Form1116 .................. $4,535
*Net capital gain does not include any amount that a
taxpayer elects under section 163(d) to treat as
investment income for purposes of the investment
income limitation.

You include the amount on line 4 of this
worksheet on line 1, Form 1116. Combine this
amount with any other amount you have in this
separate income limit category to determine
the numerator of the limiting fraction.

If, when you completed your foreign
Schedule D, it showed a $6,000 loss on line
18, you would complete the following
worksheet.

Worksheet for Capital Losses

1. Enter your net capital loss from
foreign sources (to the extent taken
into account in determining capital

gain netincome) ................... $6,000

2. Enter net capital gain* from sources
within the United States. (This is the
excess of net long-term capital gains
from U.S. sources over net short-
term capital losses from U.S.

SOUFCES.) «vveaeeeieenaeeeennnns 11,000

3. Enter the amount (net capital gain)*

from line 2 of the Capital Gain Tax

Worksheet you used to figure the tax

for your return. (Estates and Trusts

should use line 37a of Schedule D

(FOrm1041)). .....ccovvvennanann... 5,000
4. Subtractline 3fromline2 .......... 6,000
5. Multiply line4 by .2929 ............. 1,757
6. Subtractline 5 from line 1. This is

your net capital loss from foreign

sources. Enter this amount here and

online5of Form1116 ............. $4,243
*Net capital gain does not include any amount that a
taxpayer elects under section 163(d) to treat as
investment income for purposes of the investment
income limitation.

You include the amount on line 6 of this
worksheet on line 5, Form 1116, to determine
the numerator.

Form 1116, Line 17. Because you com-
pute your tax using the Capital Gain Tax Work-
sheet, you must adjust the denominator of the
limiting fraction. You must complete the Work-
sheet for Line 17 of Form 1116, even if you did
not have a foreign source capital gain or loss.
The amount on line 35, Form 1040, is $90,000.

Worksheet for Line 17 of Form 1116

1. Enter the amount (net capital gain)*

from line 2 of the Capital Gain Tax

Worksheet used to figure the tax for

your return. Estates and trusts: Enter

the amount from line 37a of

Schedule D (Form 1041) ........... $5,000
2. Individuals: Enter the amount from

Form 1040, line 35. Estates and

trusts: Enter taxable income without

the deduction for your exemption $90,000

3. Multiplyline1by.2929 ............. 1,465

4. Subtract line 3 from line 2. Enter the
result here and on Form 1116, line
17 $88,535
*Net capital gain does not include any amount that a
taxpayer elects under section 163(d) to treat as
investment income for purposes of the investment
income limitation.

You include the amount on line 4 of this
worksheet on line 17, Form 1116, for all
separate income limit categories.

More than one category. If you have foreign
source capital gains and losses that are from
more than one separate limitincome category,
you must complete a foreign Schedule D, as
discussed earlier, showing all your foreign
capital gains and losses for all the categories.
Then, depending on whether you have a gain
or aloss on line 17 of your foreign Schedule D,
use whichever of the following procedures
apply.

Gain. If line 17 of your foreign Schedule D
is a gain, complete the Worksheet for Capital
Gains in the Form 1116 instructions through
line 3. This is your adjustment amount.

If you have a gain in each category, allo-
cate the adjustment amount based on what
percent of the total gain is represented by the
gain in a particular category. For example, you
have a total gain of $25,000 of which $5,000 is
from the general limitation category. You de-
termine that your adjustment amount is
$2,420. Therefore, you must allocate 20%
($5,000/$25,000) of the adjustment amount,
$484, to that category. On the Form 1116 that
you complete for the general limitations cate-
gory, you would include $4,516 ($5,000-$484)
as your capital gain on line 1.

If you have gains in some categories and
losses in other categories, allocate the adjust-
ment amount to only the categories with gains.
If more than one category has a gain, follow
the procedure in the previous paragraph.

Loss. Ifline 17 of your foreign Schedule D
is a loss, complete the Worksheet for Capital
Losses in the Form 1116 instructions through
line 5. This is your adjustment amount.

If you have a loss in each category, allo-
cate the adjustment amount based on what
percent of the total loss is represented by the
loss in a particular category.

If you have losses in some categories and
gains in other categories, allocate the adjust-
ment amount to only the categories with
losses. If more than one category has a loss,
follow the procedure in the previous
paragraph.

Allocation of Foreign Losses

If you have a foreign loss when figuring your
taxable income in a separate limit income cat-
egory, and you have income in one or more of
the other separate categories, you must first
reduce the income in these other categories by
the loss before reducing income from U.S.
sources.

Example. In 1994, you have $10,000 of in-
come in the passive income category and in-
cur a loss of $5,000 in the general limitation in-
come category. You use the $5,000 loss to
offset $5,000 of the income in the passive
category.

How to allocate. Foreign losses must be allo-
cated among the separate limit income cate-
gories in the same proportion as each cat-
egory’s income bears to total foreign income.

Example. In 1994, you have a $2,000 loss
in the general limitation income category,
$3,000 of passive income, and $2,000 in distri-
butions from a FSC. You must allocate the for-
eign loss to the income in the other separate
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categories. Sixty percent [$3,000/$5,000] of
the $2,000 loss (or $1,200) reduces passive
income and forty percent [$2,000/$5,000] or
$800 reduces FSC distributions.

If you have a loss remaining after reduc-
ing the income in other separate limit catego-
ries, this excess then reduces U.S. source in-
come. When you use a foreign loss to offset
U.S. source income, you must recapture the
loss as explained later under Recapture of
Foreign Losses.

Recharacterization of subsequent income
in aloss category. If aloss in one separate
limit category is used to reduce income in an-
other category or categories, and the loss cat-
egory has income in a subsequent tax year, all
or part of the income from this former loss cat-
egory is recharacterized as income in the cate-
gory (or categories) that was previously re-
duced by the loss. The tax, however, is not
recharacterized.

Example. Using the same facts as in the
previous example, in 1995 you have $4,000 of
passive income, $1,000 in FSC distributions,
and $5,000 of general limitation income. Since
$1,200 of the general limitation loss was used
to reduce your passive income in the previous
year, $1,200 of the current year's general limi-
tation income of $5,000 must be recharacter-
ized as passive income. This makes the cur-
rent year's total of passive income $5,200.
Similarly, $800 of the general limitation income
must be recharacterized as FSC distributions,
making the current year's total of FSC distribu-
tions $1,800. The total income in the general
limitation category is then $3,000.

U.S. losses. Any net loss from sources in the
United States must be allocated among the dif-
ferent categories of foreign income after:

1) The allocation of all foreign losses (de-
scribed above),

2) The recapture of a prior year overall for-
eign loss (described below), and

3) The recharacterization of income (de-
scribed above).

Recapture of Foreign Losses

If you have only losses in your separate limit
categories, or if you have a loss remaining af-
ter allocating your foreign losses to other sepa-
rate categories, you have an overall foreign
loss. If you use this loss to offset U.S. source
income (resulting in a reduction of your U.S.
tax liability), you must recapture your loss in
each succeeding year in which you have taxa-
ble income from foreign sources.

You make the recapture by treating part of
your taxable income from foreign sources in a
recapture year as U.S. source income. In addi-
tion, if you dispose of property used in your for-
eign trade or business, you may be deemed to
have had a gain on the disposition (sale, gift,
etc.) because of the recapture-of-foreign-
losses provision. The amount treated as U.S.
source income reduces the numerator of the
limiting fraction (foreign source income), and
therefore reduces the foreign tax credit limit.
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You must establish separate accounts for
each type of foreign loss that you sustain. The
balances in these accounts are the overall for-
eign loss subject to recapture. These balances
are reduced at the end of each tax year by the
loss that you recaptured. You must attach a
statement to your Form 1116 to report the bal-
ances (if any) in your overall foreign loss
accounts.

Overall foreign loss. An overall foreign loss
is the amount by which your gross income
from foreign sources for a tax year is exceeded
by the sum of your deductions that are directly
related or that are allocated to the income. You
must allocate to the income a ratable part of
any expenses, losses, or other deductions,
such as itemized deductions, or the standard
deduction if you do not itemize, which are not
directly related to an item or class of gross in-
come. You must recapture the overall loss re-
gardless of whether you chose to claim the for-
eign tax credit for the loss year.

Example. For 1994, you are single and
have gross dividend income of $10,000 from
U.S. sources. You also have a greater than
10% interest in a foreign partnership in which
you materially participate. The partnership has
a loss for the year, and your distributive share
of the loss is $15,000. Your share of the part-
nership’s gross income is $100,000, and your
share of its expenses is $115,000. Your only
foreign source income is your share of partner-
ship income which is in the general limitation
income category. You are a bona fide resident
of a foreign country and you elect to exclude
your foreign earned income. You exclude the
maximum $70,000. You also have itemized
deductions of $4,700 that are not directly re-
lated to any item of income.

In figuring your overall foreign loss in the
general limitation category for 1994, you must
allocate a ratable part of the $4,700 in itemized
deductions to the foreign source income. You
figure the ratable part of the $4,700 that is at-
tributable to foreign source income, based on
gross income, as follows:

$100,000 (Foreign gross income)
$110,000 (Total gross income)

x $4,700 = $4,273

Therefore, your overall foreign loss for
the year is $8,773, figured as follows:

Foreign gross income ....... $100,000
Less: Foreign

earned income

exclusion ........... $70,000

Allowable directly
related expenses
($30,000/100,000 x
$115,000) ..........
Ratable part of
itemized deductions

4,273 108,773

Overall foreignloss .......... $ 8,773

You do not consider the following in fig-
uring an overall foreign loss in a given year:

1) Net operating loss deduction,

2) Foreign expropriation loss not compen-
sated by insurance or otherwise, and

3) Casualty or theft loss not compensated by
insurance or other arrangement.

Losses excepted from overall foreign loss
recapture rules. There is one type of foreign
source loss that is excepted from the recapture
rules. This is a loss on the sale, exchange, or
other disposition of bonds, notes, or other evi-
dences of indebtedness issued before May 14,
1976, by a foreign government or instrumen-
tality for the acquisition of:

1) Property located in that country, or

2) Stock or indebtedness of a corporation
created or organized in or under the laws
of that foreign country.

Recapture provision. If you have an overall
foreign loss for any tax year and use the loss to
offset U.S. source income, part of your taxable
income from foreign sources for each suc-
ceeding year is treated as U.S. source taxable
income. The part that is treated as U.S. source
income is the least of:

1) The balance in the applicable overall for-
eign loss account (to the extent not
treated as U.S. source income in a prior
tax year),

2

~

50% (or a larger percentage that you can
choose) of your taxable income from for-
eign sources for the succeeding tax year,
or

3

~

The foreign source taxable income in the
former loss category after the allocation of
foreign losses (discussed earlier).

Example. During 1993 and 1994, you are
single and a 20% general partner in a partner-
ship that derives its income from Country X.
You also receive dividend income from U.S.
sources during those years.

For 1993, the partnership had a loss and
your share was $20,000, consisting of $80,000
gross income less $100,000 expenses. Your
net loss from the partnership is $2,500, after
deducting the foreign earned income exclu-
sion and directly related allowable expenses.
This is income in the general limitation cate-
gory. Your U.S. dividend income was $20,000.
Your itemized deductions totaled $4,000 and
were not definitely related to any item of in-
come. In figuring your taxable income for
1993, you deducted your share of the partner-
ship loss from Country X from your U.S.
source income.

During 1994, the partnership had net in-
come from Country X. Your share of the net in-
come was $40,000, consisting of $100,000
gross income less $60,000 expenses. Your
netincome from the partnership is $12,000, af-
ter deducting the foreign earned income exclu-
sion and the directly related allowable ex-
penses. This is income in the general limitation
category. You also received dividend income
of $20,000 from U.S. sources. Your itemized
deductions were $6,000, which are not directly
related to any item of income. You paid income
taxes of $4,000 to Country X on your share of
the partnership income.

When figuring your foreign tax credit for
1994, you must find the foreign source taxable



income that you must treat as U.S. source in-
come because of the foreign loss recapture
provisions.

You figure the foreign taxable income that
you must recapture as follows:

A. Determination of 1993

Overall Foreign Loss
1) Partnership loss from Country X ...... $ 2,500
2) Add: Part of itemized deductions

allocable

to gross income from Country X—

380000« $4000 = $3200

3) Overall foreign loss for 1993 ......... $ 5,700

B. Amount of Recapture for
1994
1) General category foreign loss to the

extent not previously recaptured .... _$ 5,700
2) 50% of 1994 taxable income from

foreign sources—

Foreign source

taxableincome ..................... $12,000

Less: Itemized deductions

allocable to foreign source

taxable income

($100,000/$120,000 x $6,000) ...... 5,000

Taxable income from foreign sources

...................................... $ 7,000

50% of taxable income subject to

recapture ............oovviiiiiiiinn $ 3,500
3) Taxable income in general limitation

category after allocation of foreign

losses—General limitation taxable

INCOMEe ... $12,000

Less: Itemized deductions allocable

to thatincome ($100,000/$120,000 x

$6,000) ...t 5,000
General limitation taxable income

less allocated foreign losses—

($7,000=0) ..oovveiiiiiiiiiian $ 7,000
4) Recapture for 1994 (least of (1), (2),
[T ) ) $ 3,500

The amount of the recapture is shown on
line 15, Form 1116.

Recapturing more overall foreign loss
than required. If you want to make an elec-
tion or change a prior election to recapture a
greater part of the balance of an overall foreign
loss account than the 50% that is required (as
discussed above), you must attach a state-
ment to your Form 1116 making the election. If
you change a prior year’s election, you should
file an amended tax return.

The statement attached to Form 1116 must
show:

The percentage and amount of your for-
eign taxable income that is being
treated as U.S. source income, and

The balance (both before and after the re-
capture) in the overall foreign loss ac-
count that is being recaptured.

Deduction for foreign taxes. You can re-
capture part (or all, if applicable) of an overall
foreign loss in tax years in which you deduct,

rather than credit, your foreign taxes. The re-
capture is applied to the extent of the lesser of:

1) The balance in the applicable overall for-
eign loss account, or

2) The difference between the foreign
source taxable income of the same limita-
tion type that resulted in the overall for-
eign loss and the foreign taxes imposed
on thatincome.

Special rules. If you had an overall foreign
loss account at the end of your last tax year be-
ginning before 1987, there are special rules for
recapturing the balance in subsequent years.
You recapture the balance from the separate
limitincome category in effect after 1986 that
is comparable to the income category for
which the loss account was established. For
example, if you have a balance in your overall
foreign loss account in the former nonbusiness
interest income category, you will recapture
this loss from the current passive income
category.

Overall foreign losses in the former general
limitation income category (all other) are re-
captured from your current general limitation,
financial services, and shipping income
categories.

If the total of these categories subject to
the recapture is more than the overall for-
eign loss to be recaptured, then the amount
of each type of separate limit income that is
treated as U.S. source income is figured by
multiplying the overall foreign loss subject to
recapture by a fraction.

The numerator of the fraction is the in-
come in each separate category from which
the loss may be recaptured. The denominator
is the total income of all the separate catego-
ries from which the loss may be recaptured.
However, if you can show that the loss is attrib-
utable to one or more separate limit categories
in effect after 1986, then you can recapture the
loss from those separate categories only. This
recapture is made after you have allocated
your foreign losses and before the
recharacterization of subsequent income, as
discussed earlier.

When to recapture. An overall foreign
loss incurred in a tax year beginning before
1987 is recaptured before an overall foreign
loss incurred in tax years after 1986.

Dispositions. If, before you have fully recap-
tured an overall foreign loss, you dispose of
trade or business property used predominantly
outside the United States, the disposition is
subject to the recapture rules. You are
deemed to have received and recognized for-
eign taxable income in the year you dispose of
the property.

The foreign source income that you are
deemed to have received and recognized on
the property and that you must treat as U.S.
source income is 100% of the lesser of:

1) The excess of the fair market value of the
property over your adjusted basis, or

2) The remaining amount of the overall for-
eign loss not treated as U.S. source in-
come in the current year or any prior tax
year.

Predominant use outside U.S. You de-
termine whether property was used predomi-
nantly (more than 50% of the time) outside the
United States by counting its use during the 3—
year period ending on the date of disposition. If
you used the property fewer than 3 years,
count the use during the period it was used in a
trade or business.

Disposition defined. A disposition in-
cludes a sale, exchange, distribution, or gift of
property, whether or not gain or loss is nor-
mally recognized on the transfer. The charac-
ter of the income recognized solely because of
the disposition rules is the same as if you had
sold or exchanged the property. Adjustments
to the basis of property to reflect taxable in-
come recognized will be allowed as provided
by future regulations.

However, a disposition of property does
not include property that is not a material fac-
tor in producing income.

Carryback and Carryover

If, because of the limit on the credit, you can-
not use the full amount of qualified foreign
taxes paid or accrued in the tax year, you are
allowed a 2—year carryback and then a 5-year
carryover of the unused foreign taxes.

This means that you can treat the unused
foreign tax of a tax year as though the tax were
paid or accrued in your 2 preceding and 5 suc-
ceeding tax years up to the amount of any ex-
cess limit in those years. A period of less than
12 months for which you make a return is con-
sidered a tax year.

The unused foreign tax in each category
is the excess of qualified taxes paid or accrued
over the amount of the limit for that category.
The excess limit in each category is the
amount by which the limit exceeds the quali-
fied taxes paid or accrued for that category.

Your carrybacks or carryovers are figured
separately for each separate limit income
category.

The mechanics of the carryback and carry-
over are illustrated by the following examples.

Example 1. All your foreign income is in
the general limitation income category. The
limit on your credit and the qualified taxes paid
to Country X are as follows:

Your Tax Unused foreign tax (+)

limit Paid or excess limit (<)
1992 $100 $50 -50
1993 $200  $100 -100
1994 $300  $500 +200

In 1994, you had unused foreign tax of
$200 to carry to other years. You are consid-
ered to have paid this unused foreign tax first
in 1992 (the second preceding tax year) to the
extent of the excess limit in that year of $50,
and then in 1993 (the first preceding tax year)
to the extent of that year’s excess limit of $100.
You can then carry forward the remaining $50
of unused tax.

Example 2. All your foreign income is in
the passive income category. In 1990, you had
an unused foreign tax of $200. Since you had
no foreign income in 1988 and 1989, you can-
not claim a credit for the unused foreign taxes
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in those years. You can, however, carry for-
ward the unused tax to 1991, 1992, 1993,
1994, and 1995. The limit on your credit and
the qualified foreign taxes paid on passive in-
come are as follows:

Your Tax Unused foreign tax (+)

limit Paid or excess limit ()
1990 $200  $400 +200
1991 $200  $300 +100
1992 $100  $300 +200
1993 $300  $150 -150
1994 $400  $300 -100
1995 $100  $150 +50

You are not considered to have paid the
$200 of unused foreign tax from 1990 in 1991
or 1992 since you have no excess limit in ei-
ther of those years. Therefore, you carry the
tax forward and are considered to have paid it
in 1993. The carryover reduces your excess
limitin that year to zero. The remaining unused
foreign tax of $50 can be carried to 1994. At
this point, you have fully absorbed the unused
foreign tax from 1990 and can carry it no fur-
ther. You can also carry forward the unused
foreign tax from 1991 and 1992.

Effect of bankruptcy or insolvency. If your
debts are canceled because of bankruptcy or
insolvency, you may have to reduce your un-
used foreign tax carryovers to or from the tax
year of the debt cancellation by 33% ¢ for each
$1 of canceled debt that you exclude from your
gross income. This reduction may have to be
made by your bankruptcy estate if it has ac-
quired your unused foreign tax carryovers.
You also may not be allowed to carry back any
unused foreign tax to a year before the year in
which the bankruptcy case began. For more
information, see Publication 908, Tax Informa-
tion on Bankruptcy.

Time Limit on Tax Assessment

When you carry back an unused foreign tax,
the time limit for an IRS assessment of tax re-
sulting from the carryback is extended. An as-
sessment can be made up to the end of one
year after the expiration of the statutory period
for an assessment relating to the year in which
the carryback originated.

Claim for Refund

If you have an unused foreign tax that you are
carrying back to the first or the second preced-
ing tax year, you should file Form 1040X,
Amended U.S. Individual Income Tax Return,
for each earlier tax year to which you are carry-
ing the unused foreign tax, and attach a re-
vised Form 1116.

Taxes All Credited or All Deducted

In a given year, you must either claim a credit
for all foreign taxes that qualify for the credit or
claim a deduction for all of them. This rule is
applied with the carryover procedure, as
follows:

1) You cannot claim a credit carryback or
carryover from a year in which you de-
ducted qualified foreign taxes,
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2) You cannot deduct unused foreign taxes
in any year to which you carry them, even
if you deduct qualified foreign taxes actu-
ally paid in that year, and

3) You cannot claim a credit for unused for-
eign taxes in a year to which you carry
them unless you also claim a credit for for-
eign taxes actually paid or accrued in that
year.

If you claim a deduction instead of a
credit for foreign taxes in a tax year, you must
treat any unused foreign taxes that you could
have carried to that year as if you had used
them in that year in taking a credit to the extent
of any applicable credit limit. In other words, if
in an earlier year you had deducted foreign
taxes paid or accrued instead of claiming a
credit for them, you must treat the unused for-
eign taxes of the current year carried back to
the deduction year as paid or accrued in the
deduction year to the extent of any excess limit
(as defined earlier) in that year. You cannot
deduct or claim a credit for the unused foreign
taxes carried to that year.

A deduction year is a year in which you
choose not to claim the foreign tax credit, but
in which there is an excess limit that would al-
low you to absorb some or all of an unused for-
eign tax if you claimed the credit. You may
carry to a later year only the part of the car-
ryback not treated as paid or accrued in the
deduction year. Because you cannot deduct or
claim a credit for the amount treated as paid or
accrued in a deduction year, you will get no tax
benefit for those taxes (the amount absorbed)
unless you file a timely refund claim to reverse
your choice from deducting the taxes to claim-
ing the credit.

Example. In 1994, you paid foreign taxes
of $300 to Country X on income in the passive
category. You have a foreign tax credit carry-
over of $200 from the same category from
1993. For 1994, you figure your foreign tax
credit limit to be $400.

If you choose to claim a credit for your for-
eign taxes in 1994, you would be allowed a
credit of $400, consisting of $300 paid in 1994
and $100 of the $200 carried over from 1993.
You will have a credit carryover to 1995 of
$100, which is your unused 1993 foreign tax
credit carryover.

If you choose to deduct your foreign taxes
in 1994, your deduction will be limited to $300,
which is the amount of taxes paid in 1994. You
are not allowed a deduction for any part of the
carryover from 1993. However, you must con-
sider $100 of the carryover credit used in
1994, because you have an unused credit limit
of $100 ($400 minus the required reduction of
$300 to account for the deduction taken in lieu
of the credit) that must be used to reduce your
carryover to later years. Consequently, you
can carry over only $100 of the unused 1993
foreign tax credit to 1995.

If you claimed the deduction for 1994 and
later decided you wanted to receive a benefit
for that $100 part of the 1993 carryover, you
could reverse the choice of a deduction for
1994 and claim a credit for those taxes for that
year by filing a claim for credit or refund within

the time allowed (see Making or Changing
Your Choice, discussed earlier under Choice
To Take Credit or Deduction).

Joint Return

For a tax year in which you and your spouse
file a joint return, you must figure the unused
foreign tax or excess limit in each separate
limit category on the basis of your combined
income, deductions, taxes, and credits.

Continuous use of joint return. If you and
your spouse file a joint return for the current tax
year, and file joint returns for each of the other
tax years involved in figuring the carryback or
carryover of unused foreign tax to the current
tax year, you figure the joint carryback or car-
ryover to the current tax year on the basis of
the joint unused foreign tax and the joint ex-
cess limits.

From separate to joint return. If you and
your spouse file a joint return for the current tax
year, but file separate returns for all the other
tax years involved in figuring the carryback or
carryover of the unused foreign tax to the cur-
rent tax year, your separate carrybacks or car-
ryovers will be a joint carryback or carryover to
the current tax year.

Allocations Between
Husband and Wife

You may have to allocate an unused foreign
tax or excess limit for a tax year in which you
and your spouse filed a joint return. This allo-
cation is needed in the following three
situations:

1) You and your spouse file separate returns
for the current tax year, to which you carry
an unused foreign tax from a tax year for
which you and your spouse filed a joint
return,

2

~

You and your spouse file separate returns
for the current tax year, to which you carry
an unused foreign tax from a tax year for
which you and your spouse filed separate
returns, but through a tax year for which
you and your spouse filed a joint return,
and

3

~

You and your spouse file a joint return for
the current tax year, to which you carry an
unused foreign tax from a tax year for
which you and your spouse filed a joint re-
turn, but through a tax year for which you
and your spouse filed separate returns.

These three situations are illustrated in Figure
A. In each of the situations, 1994 is the current
year.

Method of allocation. For atax year in which
you must allocate the unused foreign tax or the
excess limit for your separate income catego-
ries between you and your spouse, you must
take the following steps:

1) Figure the percentage that the taxable in-
come of each spouse from sources
outside the United States in each sepa-
rate income category is to the joint taxable
income from sources outside the United
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States in each category. Then, apply that
percentage to its category’s joint foreign
tax credit limit to find the part of the limit
allocated to each spouse.
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Figure the part of the unused foreign tax,
or of the excess limit, for each separate
income category allocable to each
spouse. You do this by comparing the al-
located limit (figured in (1)), with the for-
eign taxes paid or accrued by each
spouse on income in that category. If the
foreign taxes you paid or accrued for that
category are more than your part of its
limit, you have an unused foreign tax. If,
however, your part of that limit is more
than the foreign taxes you paid or ac-
crued, you have an excess limit for that
category.

Allocation of the carryback and carryover.
The mechanics of the carryback and carry-
over, when allocations between husband and
wife are needed, are illustrated by the follow-
ing example.

Example. A Husband (H) and Wife (W)
filed joint returns for 1990, 1992, and 1993 and
separate returns for 1991 and 1994. Neither H
nor W had any unused foreign tax or excess

limit for any year before 1990. For the tax
years involved, the income, unused foreign
tax, excess limits, and carrybacks and carry-
overs are in the general limitation income cate-
gory and are shown in Table 5.

W's allocated part of the unused foreign tax
from 1990 ($30) is partly absorbed by her sep-
arate excess limit of $20 for 1991, and then
fully absorbed by her allocated part of the joint
excess limit for 1992 ($20). H's allocated part
of the unused foreign tax from 1990 ($50) is
fully absorbed by his allocated part of the joint
excess limit ($65) for 1992.

H'’s separate unused foreign tax from 1991
($25) is partly absorbed (to the extent of $15)
by his remaining excess limit in 1992, and then
fully absorbed by W’s remaining part of the
joint excess limit for 1992 ($10). Thus, each
spouse’s excess limit on a joint return (for
1992 in this case) is reduced in three ways.
First, it is reduced by each one’s carryover
from earlier years (W has a carryover of un-
used foreign tax of $10 from 1990). Second, it
is reduced by any carryover or carryback from
the year of origin of the unused foreign tax
under consideration (in this example W had no
carryover of unused foreign tax from 1991 but
rather an excess limit). Third, it is reduced by

the unabsorbed carryover or carryback of the
other spouse from the year of origin of the un-
used foreign tax (H's remaining $10 of unused
foreign tax carryover from 1991).

W’s allocated part of the unused foreign tax
of $69 from 1993 is partly absorbed by her ex-
cess limitin 1994 ($10), and the remaining $59
will be a carryover to the general limitation in-
come category for 1995 and the following 3
years unless absorbed sooner. H’'s allocated
part of the unused foreign tax of $104 from
1993 is partly absorbed by his excess limit in
1994 ($50), and the remaining $54 will be a
carryover to 1995 and the following 3 years un-
less absorbed sooner.

Joint Return Filed
in a Deduction Year

When you file a joint return in a deduction year,
and carry unused foreign tax through that year
from the prior year in which you and your
spouse filed separate returns, the amount ab-
sorbed in the deduction year is the unused for-
eign tax of each spouse deemed paid or ac-
crued in the deduction year to the extent of that
spouse’s excess limit in that year. You cannot
reduce either spouse’s excess limit in the de-
duction year by the other’'s unused foreign
taxesin that year.

Tax Treaties

The tax treaties to which the United States is a
party are designed, in part, to prevent double
taxation of the same income by the United
States and the treaty country. Certain treaties
have special rules you must consider when fig-
uring your foreign tax credit if you are a U.S.
citizen residing in the treaty country. These
provisions generally allow an additional credit
for part of the tax imposed by the treaty partner
on U.S. source income. It is separate from,
and in addition to, your foreign tax credit for
foreign taxes paid or accrued on foreign
source income. The treaties that provide for
this special credit are those with France, Ca-
nada, Italy, Australia, New Zealand, Fin-
land, India, Spain, Germany, Tunisia, Bar-
bados, Czech Republic, Slovak Republic,
Mexico, and the Netherlands. There is a
worksheet at the end of this publication to help
you figure the special credit. For more informa-
tion, write to the Internal Revenue Service, As-
sistant Commissioner (International), Atten-
tion: CP:IN:C:TPS, 950 L’Enfant Plaza South,
S.W., Washington, DC 20024.

You can also contact the United States
Revenue Service Representatives at the U.S.
Embassies in Paris, Ottawa, Rome, Sydney,
London, Singapore, Bonn, Caracas, Mexico
City, and S’ao Paulo, as appropriate, for
assistance.

How To Claim the Credit

You must file Form 1116 to claim a credit for
foreign taxes. You are also required to trans-
late your foreign income and taxes into U.S.
dollars.
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Table 5. Carryback/Carryover

Tax Year 1990 1991 1992 1993 1994
Return Joint Separate Joint Joint Separate
H’s unused foreign tax to be carried back
or over, or excess limit* (enclosed in
parentheses) ...........coovvvvvvvnnn... $50 $25 ($65) $104 ($50)
W’s unused foreign tax to be carried back
or over, or excess limit* (enclosed in
parentheses) ..........coovvvvvvnnnennn. $30 (%$20) ($20)  $69 ($10)
Carryover absorbed:
Wsfrom1990........ccoovvvvvinnaennn. — 20W 10w — —
H'sfrom1990 ..........coviveeinnnn. — — 50H — —
H’s from 1991 — — 15H — —
” — — 10w — —
W’s from 1993 — — — — ow
H'’s from 1993 — — — — 50H
W=Absorbed by W’s excess limit
H=Absorbed by H’s excess limit

*General limitation income category only

Form 1116

If you claim the foreign tax credit, you must file
a Form 1116, Foreign Tax Credit, with your
U.S. income tax return, Form 1040. You
should keep a receipt for each foreign tax pay-
ment if you claim a credit in the year you paid
foreign taxes. If you claim a credit for taxes ac-
crued, keep the foreign tax return on which you
based the accrued tax. Amounts you report on
Form 1116 should be in U.S. dollars except
where indicated in columns (n), (0), (p), and (q)
of Part Il.

Although you are not required to attach
proof of the foreign taxes paid or accrued
to your Form 1116, you should keep this proof
in case you are later asked to verify the taxes
shown on your Form 1116.

The receipt or return you keep as proof
should be either the original, a duplicate origi-
nal, a duly certified or authenticated copy, or a
sworn copy. If the receipt or return is in a for-
eign language, you also should provide a certi-
fied translation of it. Revenue Ruling 67-308,
1967-2 C.B. 254, discusses, in detail, the re-
quirements of the certified translation. You can
buy the Cumulative Bulletin from the Govern-
ment Printing Office. Copies of the Cumulative
Bulletins are also available in most IRS offices
and you are welcome to read them there.

The purpose of Form 1116 is to help you
figure the amount of foreign taxes paid or ac-
crued that you may claim as a foreign tax
credit. The Internal Revenue Service Center
will not compute your credit for you on Form
1116, even if provided with the necessary
information.

You must file a separate Form 1116 for
each of the following types of income for which
you claim a foreign tax credit:

1) Passive income,
2
3) Financial services income,

~

High withholding tax interest,

4) Shipping income,
5) Dividends from a DISC or former DISC,

6) Certain distributions from a FSC or former
FSC,
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7) Lump-sum distributions, and

8) General limitation income—all other in-
come from sources outside the United
States.

A Form 1116 consists of four parts as
explained here:

1) Part I—Taxable Income or Loss From
Sources Outside the United States for
Separate Category Checked Above.
Enter the gross amounts of your foreign or
possession source income in the sepa-
rate limit category for which you are com-
pleting the form. From these, subtract the
deductions that are definitely allocable
and apportioned to the separate limit in-
come, and a ratable share of the deduc-
tions not definitely allocable to that in-
come. If, in a separate limit category, you
received income from more than one for-
eign country or U.S. possession, com-
plete a separate column for each. Note: if
you receive only passive income and your
foreign tax paid or accrued is $200 or less
(%400 if married filing jointly), you may not
have to list each country separately. See
the instructions for Form 1116 for more
information.

2) Part ll—Foreign Taxes Paid or Accrued.
You must complete all applicable lines of
this part. This part shows the foreign
taxes you paid or accrued on the income
in the separate limit category in foreign
currency and U.S. dollars. If you paid (or
accrued) foreign tax to more than one for-
eign country or U.S. possession, com-
plete a separate line for each.

3

~

Part Ill—Figuring the Credit. You use this
part to figure the foreign tax credit that is
allowable.

4) Part IV—Summary of Credits From Sepa-
rate Parts Ill. You use this part on one
Form 1116 to summarize the foreign tax
credits figured on separate Forms 1116.
You also determine your foreign tax credit
allowable for the year by subtracting the

foreign tax credit attributable to an inter-
national boycott from the otherwise allow-
able foreign tax credit.

Alternative Minimum Tax

In addition to your regular income tax, you may
be liable for the alternative minimum tax. The
foreign tax credit is allowed to a limited extent
against this tax. See the instructions for Form
6251, Alternative Minimum Tax -Individuals,
for a discussion of the alternative minimum tax
and the foreign tax credit applied against it.

Foreign Currency and
Exchange Rates

The U.S. income tax is imposed on income ex-
pressed in U.S. dollars, while the foreign tax is
imposed on income expressed in foreign cur-
rency. Therefore, the tax credit is affected
when the foreign currency depreciates or ap-
preciates in value in terms of U.S. dollars.

Rate of exchange for foreign income. When
reporting foreign income on your U.S. income
tax return, you are required to report income
and expenses in your functional currency.

The U.S. dollar is the functional currency
for all taxpayers except some qualified busi-
ness units. A qualified business unit is a sepa-
rate and clearly identified unit of a trade or bus-
iness that maintains separate books and
records. Therefore, unless you are self-em-
ployed, your functional currency is the U.S.
dollar.

Even if you are self-employed and have a
qualified business unit, your functional cur-
rency is the dollar if any of the following apply:

You conduct the business in dollars.

The principal place of business is located
in the United States.

You choose to or are required to use the
dollar as your functional currency.

The business books and records are not
kept in the currency of the economic
environment in which a significant part
of the business activities is conducted.

You translate the value of foreign cur-
rency into U.S. dollars at the rates of ex-
change prevailing at the time you actually or
constructively received the income or paid the
expenses. You should use the rate that most
nearly reflects the value of foreign currency—
the official rate, the open market rate, or any
other appropriate rate. You must be able to
justify the rate you use. You can generally get
exchange rates from banks and U.S.
Embassies.

If you are self-employed in a foreign
country, you may have to report income and
expenses for that business in foreign currency.
For more information, write to the Internal Rev-
enue Service, Assistant Commissioner (Inter-
national), Attention: CP:IN:C:TPS, 950
L’Enfant Plaza South, S.W., Washington, DC
20024.



Rate of exchange for foreign taxes paid. If
you claim the credit for foreign taxes on the
cash basis, use the rate of exchange in effect
on the date of payment of foreign taxes to the
foreign country. If your tax was withheld in for-
eign currency, you use the rate of exchange in
effect for the date on which the tax is withheld.
If you make foreign estimated tax payments,
you use the rate of exchange in effect for the
date on which the estimated payment is made.

If you claim the credit for foreign taxes
on an accrual basis, you should use the rate
of exchange in effect on the last day of your tax
year in converting the foreign money into U.S.
dollars. This is a provisional or interim credit. If
a different rate of exchange is in effect when
you actually pay the tax, you must make an ad-
justment to reflect that rate. See Adjustments
under Credit for Taxes Paid or Accrued, ear-
lier.

International Boycott

If you participate in or cooperate with an inter-
national boycott during the tax year, your for-
eign tax credit otherwise allowable or foreign
taxes available for credit in the applicable sep-
arate income category may be reduced.

Other benefits related to an interest charge
domestic international sales corporation (IC-
DISC), a controlled foreign corporation (CFC),
and a foreign sales corporation (FSC) may be
denied.

These rules generally do not apply to em-
ployees with wages who are working and living
in a boycotting country, or to retirees with pen-
sions who are living in these countries.

List of boycotting countries. A list of the
countries which may require participation in or
cooperation with an international boycott is
published by the Department of the Treasury
at the beginning of each calendar quarter. As
of the revision date of this publication, the fol-
lowing countries are listed:

Table 6. Boycotting Countries

Bahrain Oman

Iraq Qatar

Jordan Saudi Arabia

Kuwait Syria

Lebanon United Arab Emirates
Libya Republic of Yemen

For information concerning changes to the
list, write to the Internal Revenue Service,
Assistant Commissioner (International), At-
tention: CP:IN:C:TPS, 950 L'Enfant Plaza
South, S.W., Washington, DC 20024.

Determinations of
Particular Operations

You may request a determination from the
Internal Revenue Service as to whether a
particular operation constitutes participation

in or cooperation with an international boy-
cott. The procedures for obtaining a determi-
nation from the Service are outlined in Reve-
nue Procedure 77-9, 1977-1 C.B. 542. You
can buy the Cumulative Bulletin from the
Government Printing Office. Copies are also
available in most IRS offices and you are
welcome to read them there.

Public inspection. A determination is
treated as a written determination and is
open to public inspection. In addition, any
background file related to the determination
is open to public inspection. However, your
identity and certain other information will re-
main confidential.

Reporting Requirements

If you are a U.S. person (defined later), you
must file a report if you:

1) Have operations,

2) Are amember of a controlled group, a
member of which has operations,

3) Are aU.S. shareholder who owns 10%
or more of the voting power of all voting
stock of a foreign corporation that has
operations, but only if you own the stock
of the foreign corporation directly or
through foreign entities,

4) Are a partner in a partnership that has
operations, or

5) Are treated as the owner of a trust that
has operations

in or related to a boycotting country (or with
the government, a company, or national of a
boycotting country).

A U.S. person s a citizen or resident of
the United States, a domestic partnership, a
domestic corporation, and any estate or trust
which does not exclude from income its for-
eign source income that is not effectively
connected with the conduct of a trade or bus-
iness within the United States.

Form required. If you are required to file a
report, you must use Form 5713, Interna-
tional Boycott Report, and attach all applica-
ble supporting schedules and forms con-
tained in your income tax returns that
indicate the amount and how you figured the
benefits denied.

You must file the form in duplicate when
your tax return is due, including extensions.
You should send one copy to the Internal
Revenue Service Center, Philadelphia, PA
19255. You should attach the other copy to
your income tax return which you file with
your usual Internal Revenue Service Center.

Failure to file. If you willfully fail to make a
report, in addition to other penalties, you may
be fined not more than $25,000 or impris-
oned for no more than one year, or both.

Confidentiality of reports. Your reports
submitted as part of the tax return are confi-
dential.

Simple Example—filled
in Form 1116

Betsy Wilson is a U.S. citizen who owns 200
shares of XYZ company, a German corpora-
tion. She received a dividend of $620 from
XYZ, which withheld and paid tax of $93 to
Germany for her dividend of $620. Betsy will
need to complete a Form 1116 to claim the
$93 as a credit. Betsy, who is single and
under 65, works as a night auditor and earns
$21,000.

To complete Form 1116 Betsy fills in her
name, social security number, and checks
the box for passive income. In Part | of the
form she writes the name of the foreign coun-
try in column A and shows on line 1 the
amount of income ($620) she received from
XYZ company. Next, since Betsy does not
itemize her deductions, she puts her stan-
dard deduction ($3,800) on line 3a and com-
pletes 3b and 3c. Her total foreign source in-
come (line 3d) is $620 and gross income
from all sources (line 3e) is $21,620. She
completes this section for a result of $109 for
line 6. Line 7 is $511, the difference between
lines 1 and 6.

In Part Il Betsy completes the form
through line 8. This is the amount of tax XYZ
paid in Germany.

In Part Ill Betsy figures her credit as
shown on the completed form. The computa-
tion shows that she may take part of the
amount paid to Germany as a credit against
her U.S. income tax. Because this is the only
Form 1116 that Betsy must complete, she
does not need to fill in lines 22 through 29 of
Part IV. The balance of the foreign tax paid to
Germany is available for a carryback and/or
carryover.

Comprehensive
Example —
Filled-In Form 1116

Robert Smith, a U.S. citizen, is a salesman
who worked in Country X for all of 1994, ex-
cept for one week he spent in the United
States on business. He is single and under
65. He is a cash-basis taxpayer who uses the
calendar year as his tax year.

During 1994, Robert received income
from sources within Country X and the
United States. Robert received $2,400
wages for services performed during the one
week in the United States. He also received
$3,000 dividend income from sources within
the United States.

Income from Country X. Robert received
the following income from Country X during
the year and paid tax on the income to Coun-
try X on December 31, 1994. The conversion
rate throughout 1994 was 2 pesos to each
U.S. dollar (2:1).
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Income Tax
$100,000 wages $27,400
(200,000 (54,800
pesos @2:1) pesos @2:1)

$4,000 dividend income  $600
(8,000 pesos @2:1) (1,200 pesos @2:1)

$1,000 interestincome  $50
(2,000 pesos @2:1) (100 pesos @2:1)

Foreign earned income. Robert meets
the physical presence test and figures his al-
lowable exclusion of foreign earned income
on Form 2555, Foreign Earned Income (not
illustrated). He excludes $70,000 of the
wages earned in Country X.

Business expenses. Robert paid
$3,400 of unreimbursed business expenses,
which were attributable to the wages he
earned in Country X. Robert must prorate the
business expenses between the wages he
includes on his U.S. tax return and the
amount he excludes as foreign earned in-
come. He cannot deduct the part of the ex-
penses attributable to the income that he ex-
cludes. He figures his allowable expenses as
follows:

$30.000 | x $3.400 = $1,020

He claims his expenses of $1,020 as an item-
ized deduction on Schedule A (Form 1040),
subject to the 2% of adjusted gross income
limit. The balance, $2,380 ($3,400 - $1,020),
is attributable to the excluded income and not
deductible.

Itemized deductions. For 1994, Robert was
entitled to the following itemized deductions.

Interest on home mortgage ................ $2,900
Realestatetax ...........ccooovvvieiiinnnn. 940
Washington Church ....................... 460
Employee expenses

[$1,020 — $808 ($40,400%2%)] .......... 212
Total .o $4,512
Forms 1116

Robert must use two Forms 1116 to figure his
allowable foreign tax credit. On one Form
1116, he will mark the block—General limita-
tion income—all other income from sources
outside the United States, and figure his for-
eign tax credit on the wages of $100,000. On
the other Form 1116, he will mark the block—
Passive income, and figure his foreign tax
credit on his interest income of $1,000 and div-
idend income of $4,000.

Under the discussion, later, for each part
on the Form 1116, Robert's computations are
explained for each Form 1116 that must be
completed. Both Forms 1116 are illustrated at
the end of this publication.

Computation of
Taxable Income

Before making any entries on Form 1116,
Robert must figure his taxable income on
Form 1040.
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His taxable income is $33,438, figured as
follows:

Gross Income

Wages (Country X) .............ccoonen $100,000
Less: Foreign earned income exclusion 70,000
$ 30,000
Wages (U.S.) ..ooviiiiiiiiiiiis 2,400
Interestincome (Country X) ............ 1,000
Dividend income (U.S.) ................. 3,000
Dividend income (Country X) ........... 4,000
Total (Adjusted gross income) .......... $ 40,400
Less: Total Itemized Deductions
Total itemized deductions ............ 4512
Taxable income before the personal
exemption .........oooiiiiii $ 35,888
Less: Personal Exemption ............ 2,450

TaxableIncome...............cvvnn $ 33,438

On each Form 1116, Robert enters
$35,888 (his taxable income before the per-
sonal exemption) on line 17 of Part IlI.

Part I—Taxable
Income or Loss

From Sources Outside
the United States

for Separate Category
Checked Above

In figuring the limit on both Forms 1116, Rob-
ert must separately determine his taxable in-
come from Country X.

To figure his taxable income, Robert
first reduces gross income from sources within
Country X by expenses and other deductions
that are definitely allocable to the income, and
next by a ratable share of all other deductions
that are not definitely allocable to specific in-
come sources. Robert figures the ratable
share of deductions not definitely allocable by
using the ratio of gross income from sources
within Country X to gross income from all
sources. Since Robert itemizes his deduc-
tions, he does not consider the standard de-
duction in his allocation.

Form 1116—General limitation income—all
other income from sources outside the
United States. On this Form 1116, Robert
figures his taxable income from Country X for
income in the general limitation income cate-
gory only. He does not include his passive in-
come of interest and dividends.

Robert enters the wages earned in Coun-
try X of $30,000 (after subtracting the foreign
earned income exclusion) on line 1.

Since the unreimbursed business ex-
penses, $3,400, are allocable to the full
$100,000 of wages earned in Country X, Rob-
ert must prorate the expenses between those
attributable to included wages and those at-
tributable to wages excluded as foreign
earned income. He enters the part of the ex-
penses, $212 (after the 2% of adjusted gross
income limit), attributable to included wages
as definitely allocable expenses on line 2. He
attaches this explanation (not illustrated) to his
Form 1116.

The qualified home mortgage interest,
$2,900, is allocable to all gross income. Rob-
ert apportions this interest to general limitation
income as follows:

$30,000

$40.400 x $2,900 = $2,153

For this purpose, gross income does not in-
clude the wages that qualified for the foreign
earned income exclusion. Robert enters this
amount, $2,153, on line 4a.

Robert must prorate the balance of his
itemized deductions, $1,400 (line 3a) that are
not definitely allocable to income from any
source, by using the ratio of gross income
from Country X in the general limitation cate-
gory (line 3d) to his gross income from all
sources (line 3e). For this purpose, gross in-
come from Country X and gross income from
all sources includes the $70,000 of wages that
qualify for the foreign earned income exclu-
sion. He figures the ratable part of deductions,
$1,268, as follows and enters it on line 3g.

$100,000

$110 400 x $1,400 = $1,268

Robert subtracts the prorated definitely al-
locable expenses and the prorated interest ex-
pense and other itemized deductions from
gross foreign source income in the general
limitation income category to arrive at foreign
source taxable income of $26,367 in that cate-
gory. Robert enters this amount on line 7.

Form 1116—Passive income. On this Form
1116, Robert determines the taxable income
from Country X for passive interest and divi-
dend income. He enters the $1,000 interest in-
come and the $4,000 dividend income from
Country X on line 1.

Robert apportions the qualified residence
interest to passive income as follows:

000 x $2900 = $359

He enters this amount, $359, on line 4a.

Robert figures the ratable part of the bal-
ance of his itemized deductions allocable to
passive income as follows and enters the
amount on line 3g.

$5,000
$110,400

x $1,400 = $63

Robert subtracts the amounts on lines 4a
and 3g from passive gross foreign source in-
come to arrive at passive foreign source taxa-
ble income of $4,578. Robert enters this
amounton line 7.

Part Il—Foreign Taxes

Paid or Accrued

Robert uses Part Il, Form 1116, to report the
foreign tax paid or accrued on income from
foreign sources.

Form 1116—General limitation income—all
other income from sources outside the
United States. On this Form 1116, Robert
enters the amount of foreign taxes paid, in for-
eign currency and in U.S. dollars, on the
wages from Country X.



Form 1116—Passive income. On this Form
1116, Robert enters the amount of foreign
taxes paid, in foreign currency and in U.S. dol-
lars, on the interest and dividend income.

Part lll—Figuring
the Credit

Robert figures the amount of foreign tax credit
in Part Il on each Form 1116.

Form 1116—General limitation income—all
other income from sources outside the
United States. Robert figures the amount of
foreign tax credit allowable for the foreign
taxes paid on his wages from Country X. He
has a carryover of $200 for unused foreign
taxes paid in 1993 and enters that amount on
line 10. He attaches a schedule showing how
he figured his $200 carryover to 1994 after
carrying back the unused $350 tax paid in
1993 to the 2 preceding tax years. (See
Schedule Showing Computation of Carryover
(Table 7)). The unused foreign tax in 1993 and
the excess limits in 1991 and 1992 are in the
general limitation income category. The
amount of $200 is carried over to the general
limitation income category in 1994.

On line 12, Robert must reduce the total
foreign taxes paid by the amount allocable to
the wages he excludes as foreign earned in-
come. To do this, he multiplies the $27,400
foreign tax he paid on his foreign wages by a
fraction. The numerator of the fraction is his
foreign earned income exclusion ($70,000)
minus a proportionate part of his directly allo-
cable business expenses ($2,380), and the
denominator of the fraction is his total foreign
wages ($100,000) minus his total directly allo-
cable business expenses ($3,400). He enters
the result, $19,180, on line 12. His total foreign
taxes available for credit are $8,420 ($200 +
$27,400 - $19,180).

Robert figures the ratio of the taxable in-
come from sources outside the United States

in the general limitation income category to
taxable income from all sources as follows
and enters it on line 18.

$26,367 + $35,888 = .7347

Robert finds his U.S. tax liability before any
credits using the column in the Tax Table for
single individuals. His tax from the table is
$6,402.

Robert then multiplies the U.S. tax liability
by the limit ratio (.7347) and determines the
limit as follows:

$6,402 x 7347 = $4,704

The foreign tax credit is the lesser of the
foreign tax available for credit, $8,420, or the
limit, $4,704.

Form 1116—Passive income. Robert now
figures the foreign tax credit allowable on the
foreign source taxable income (total of interest
and dividend income minus applicable
deductions).

He figures the ratio of foreign source taxa-
ble income to taxable income from all sources
as follows and enters it on line 18.

$4,578 + $35,888 = .1276

Robert multiplies his U.S. tax liability by the
limit ratio and determines the limit as follows:
$6,402 x .1276 = $817

The foreign tax credit is the lesser of the
foreign tax paid, $650, or the limit, $817.

Part IV—Summary of
Credits
From Separate Parts llI

Robert summarizes his foreign tax credits for
the two types of income on Part IV of one

Form 1116. He uses the Part IV of Form
1116—General limitation income—all other
income from sources outside the United
States.

Robert did not participate in or cooperate
with an international boycott during the tax
year. The allowable foreign tax credit is, there-
fore, $5,354 ($650 + $4,704), shown on line
32. He also enters this amount on line 43 of
Form 1040.

Unused Foreign Taxes

Robert now figures if he has any unused for-
eign taxes that can be used as a carryback or
carryover to other tax years.

General limitation income—all other in-
come from sources outside the United
States. Robert has 1994 unused foreign
taxes of $3,716 ($8,420 — $4,704) available as
a carryover to 1995 and later years. (The for-
eign taxes attributable to his foreign earned in-
come exclusion are not available for carry-
over.) He cannot carry back any part of the
1994 unused taxes to 1992 or 1993 as shown
in the Schedule Showing Computation of Car-
ryover (Table 7).

Passive income. Since the tax Robert paid
on his interest and dividend income is less
than the amount for which he could have
claimed a credit in 1994 under the limit for this
separate income category, he has no unused
tax and therefore no carryback or carryover to
other tax years.
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111 6 Foreign Tax Credit OMB No. 15450121

Form {individual, Fiduciary, or Nonwesident Alien Individual) '-"]®94

Owpanmen of e Tressuey » Attach to Form 1040, 1040NR, 1041, or 880-T. it

Intwral Asvenus Serace > Sea separste instructions. Saquence No. 19

Name Identilying numbay af shown on page 1 of your tx Aetum
Betsy bhilson /L= 00= L1/

Report alf amounts in U.5. dollars axcapt whene spacified in Parl i, Use a saparate Farm 1116 for each category of incoma listed befow. Check
only one box. Bafore you check 2 box, read Cetegorias of Income on page 3 of the instructions. Complate this form for cradit for taxes on:

Passive income d[] Shipping income g Lump-sum distributions (sea instructions before
b1 High withholding tax o [] Dividends from a DISC or former completing form)
interest DIsC h ] General limfation income—all other income from
e[ Financial services income ¢ [] Certain distributions from a fareign sources gutside the United States {including
sales corporation (FSC) or former FSC ncome from sources within U.5. possessions)

i Resident of (name of country) & g‘w‘
Nohcﬂyoupmdmm“fawcwnaywﬁs.pcssm use column A in Part | and line A in Fart Il i you paid taxes to more
than one foraign country or U.S. possession, use a separate column and line for each courtry or possession. However, sea the excaption
under How To Complete Form 1118 on page 1 of the instructions.

EISEJ Taxable incoms or Loss From Sources Outside the United States for Separate éﬂFq Checked Above
Forelgn Country or U.S. Pussassion

Total
A B G {Add cois. A, B, and C.}

i Enhrtlunamloﬂhnlor-lgnoulnworus.
poasagsion .

1 Gross income l'mm SOurces wlﬂ\in mumry
shown above and of the typa checked abave.
Seeinstructions: .. e

Applicable deductions and losses. {See instructions.):
2 Expensesdtecﬂyalocabhwthairmmam
line 1 (attach scheduls} .

3 Pforatashmofmmducﬁonsnotdrecﬂy
allocabla:
Certain itemized deductions or standard

deduction. Ses ingtructions . . . . . . . __M

b Other deductions (attach schedule) . . . .

¢ Addlines 3asnd3b . . . | 3,F00
d Gross foreign source income. Sulmtmctlnns €40
& Gross income from all sources. See instructions M
t Dividelne3dbytineds . . . . . . .. | 0287
- |

Multiply line 3¢ by line 3f, .

4 Fro rata share of interest expense. Seen-
structions:

a Home mostgage intersat from kne 5 of the
workshaet on page 8 of the instructions .

b Other interest expenses . . . . .

Losses from forsign sources,

5 e e e e e
6 Addines?2 3g.4a.4band5 . . . . . 707 L 17} 4
7 Sublmctlmafromlno1Emtheraullhmandmhm14 N I 34/
mjnruum«Mmd(Soemthms)
cru'n&um Foreign taxes paid or sccrusd
QW mm In forsign curency in U.S. dolare
§ NNEHM Taxne withhaid St Bourcs on: fa Dther Taxas withheld at source on: fu) Other (v} Towl w
lormgn Ligues o taxes tn pakd ar

o fw) Dake piict {o} Rlemts paid or {a) Rents pad or accrued (add cols.

or accrued ] Dividends | and roywities | {p) intermel |  accrued ) Diviclencts | and roveltios | # interest accrued mu;n[uﬁ
Al d-31-7% | /45 13
B
C
8  Addlinea A through C, column (v). Enterthe total hereandonline 8. . . . . . . . . . . » | 8 y £
For Paperwork Reduction Act Notics, ses page 1 of deparate inFiructions. Cat. No, 114400 Fom 1116 (1994
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Form 1116 {1994)

Page 2

Figuring the Credit

\&

9  Enter amount from lina 8. This is the talal foreign taxes paid or accrusd 7
for the category of incoms checksd above Fart |, . LB 3 \\\\g\
P, \\:
NN
10 Carryback or carmyover (attach detaited computation) 10 0 \\\\\
%‘:3:.:5;
11 Addines9and 10 . . . 11 v £1 \\\\\i
NN
12 Raduction in foreign taxes. See instructions | 12 (728 \\
13 Subtract line 12 from line 11. This is the total amount of foreign taxes available forcredit . . . . [ 13 )
14  Enter amount from kne 7. This is your taxable incoms or {loss) from
sources outside the United States (before adjustments) for the
category of income checked above Part |. Sea Instructions 14 -{ / /
15  Adjustments to line 14. See instructions . . . e i - 0
16  Combine the amounts on lines 14 and 15. This is your net foreign
source taxable income. (i the result is zero or less, you have no forsign
tax cradit for the category of income you checked above Part |. Skip /
fines 17through21). . . ., . . . . . . . . . . .. Lis !/
17 individuals: Enter amount from Form 1040, Hne 35. i you ars a
nonresident alien, enter amount from Form 1040NR, iine 34
Exstates snd trusts: Erter your taxable incomne without the deduction 0
for your exemption . . 17 17 f‘?
cﬁmwymﬁwmmwnngmumummmmmmes,mmmm
18  Divide line 16 by line 17. if line 18 is mors than line 17, enter the figure “1* . .. :
19 Individuale: Enter amount from Form 1040, line 40, less any amounts on Form 1040, lines 41, 42, N
and any mortgage imerest credit (from Form 8396) on iine 44. If you are a nornvesident alien, enter RSN
amount from Form 1040MR, kne 39, less any amount on Form 1040NR, line 40 and any mortgage N
interest credit (from Form 8396) on line 42. S :30
Estates and trusts: Enter amount from Form 1041, Scheduie G, ine 1¢, or Form §80-T, lines 36 and 37, [ 19
20 Muitiply line 19 by line 18 (maximum amount of credit) . ; . |20
21  Enter the amount from line 13 or line 20, whichever is smaller. {If this Isthe only Fcrrn 1115youm
compietng, akip ||n¢s22trrmg129mdem1hns amount on line 30. Otherwisa, complats tha
appropriate Wnes in Part IV} . . . . . . 1) ‘_‘_
Summary of Credits From Separate Parts I [Sae instructions.)
22 Credit for taxes on passive income . . . . . . . . . | 22
23  Cradit for taxes on high withholding tax interest . . .|, . | 23
24 Credit for taxes on financial services income | 24
25  Credit for taxes on shipping income . . . . 28
28 Credit for taxes on dividends from a DISC or former DISC . 28
27  Credit for taxes on certsin distributions from a FSC or former FSC | 27
28 Credit for taxes on Jump-sum distributions . . . . | 28
20 Credt for taxes on general imitation income ({all other mcomnfrom
sources outside the United States) . . . . . . . . . . . L2
30 Addlines 22 through29. . . . . 30 4‘_
n mdmuwwwmm See instructiona for fine 12. ) N
32 Subtract line 31 from line 30. Thia is your formign tax credit. Enter hers and on Form 1040, ino43.
Form 1040NR, line 41; Formn 1041, Scheduls G, line 2a; or Form 990-T, line 38a. . > 132 ‘é

D Privnr o reyuies soper
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Table 7. Schedule Showing Computation of Carryover

Maximum credit allowable under limit. ...
Foreigntax paid intaxyear...............

Unused foreign tax (+) to be carried over
or excess of limit (<) overtax.............
Tax credit carried back from 1993........
Net excess tax to be carried over to 1994

Less: Carrybackst01991and 1992 .........coiiiiiiiiiiiiii i

1991 1992 1993

$450 $700 $1,200

400 600 1,550

-$50 -$100 +$350
50 100

0 0 +$350

150

$200

Amount carried overto 1994 ... ..ot
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- 1110 Forelgn Tax Credit OMB No. 15450121
o (Incividual, Fiduciary, or Nonresident Allen Individual) 'ﬂ
Degurtment of the Treamury » Attach to Form 1040, 1040NR, 1041, or 990-T. Attac

Witernal Revenus Service > Sas separats instructions. Sequance No. 19

ldentitying number as shown on page 1 of your tax matum

" Robert Smith 000 - 00- 0000

Report aif amounts in LS. doflars excapt where specified in Part i Use a separate Form 1116 for aach category of income fisted below. Check
only one box. Before you check a box, resd Categories of income on page 3 of the instructions. Compigte this form for cracit for taxes on:

al] Passiva income d{J Shipping income : g0 Lump-sum distributions {see instructions before
b High withhokding tax o] Dividends from a DISC or farmer completing form)
interest DisC h (B General (mitation income—al ather income from
€[] Financia services income  t [] Certain distributions from a foreign sources outside tha United States (Includ'_ng
sales corporation (FSC) or former FSC incoms from sources within U.S. possessions)

i__Resident of {name of country} » C,”,j_?_x

Note: If you paid taxes ic one foreign country or .&pmmﬁm.umcohxnnAhMlmdhAmeﬂr.ffywpidmmmqn
Mambaignmﬂywu.s.posm.mammmmlmmmmw«pm.Mmmamepm
under How To Complete Form 1118 on page 1 of the Instructions.

[N Taxable Income or Loss From Sources Outside the United States for Separate Category Checked Above

Forwign Country or U.5. Passsssion Total
A B [ {Add cols. A, 8, and C.)
| Enter the nama of the forelgn country or U.S,
1 Gross income from sources within courtry
shown above and of the type checked above.
Ses instructions: ______ ... .. .. __..........
""""""""""""""""""""""""""" 0, 200 1| 30,000

Applicable deductions and loases. (See inytructions.):

2 Expensas directly allocable to the income on 2
lire 1 {attach schedule) . 2 /

3 Pro rata share of other deductions not directly
allocable:

a Cenain itemized deductions or standard
Mm%m#ﬂ

b Other deductions (attach schedule)

c AddinesSaand3b . . . . . . . . . 1, 400
d Grosa foreign source income. Ses instructions . a0
e Gross income from all sources, See inatructions

t Divideline3d bylinede . . . . . . . . A

@ Multiply lina 3¢ by line 3f.

4 Pro rata share of interast expensa. See in-
structions:

& Homa morigage interest from line 5 of the ;
worksheet on page 6 of the ingtructions . . . _-?,.LJ
b Other interest axpenae ..

6 Addines2.3g4adbandS . . . . . . [ 3533 6
7 Subtract line 6 from line 1. Enter the resut hereandonme 14. . . . . . . & | 7 Zzﬁ
Farelign id or Accrued (See instnuctions.)
Croditis claimad Foreign taxes paid or accrued
Ewﬁh’:‘m"’ Y rmp— in U.S, dokare
B ¥ Pad Tares withheld at source o tal Othwr Taxes wiihhek! a1 30urce on: M Other | (vl Totsl formign
E forsign laxes formgn taxes Laxey paid or
{m} Date paid {0} Reants paid or 5] Rervts. paxd oF accrued iackd co.
or Bcerued i) Divicerwds | ancl roysities | (p) imorest | acorued | i} Dividends | and royaities { () interest accrusd in theough ()
Al /2-3/-9¢ 54 P00 27,400 27400
_n [ 4
£

8 Add lines A through C, column {v). Enter the totsihereandon line 3. . . . . . . , . . .» i g i%_‘ﬁﬂﬂ
For Paperwork Reduction Act Notios, ses page 1 of seperste iInstructions, Cat. No. 114400 form 1116 nsse
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Form 1716 {1994)

Page 2

Figuring the Credit

9 Enter amount from iine 8. This is the total foreign taxes paid or accrued

for the category of Income checked above Part1. . . . . . . 8
10 Camyback or camyover (aftach detaited computationy . . . . . |10
11 AddlnesBand10 . . , . . . . . . . .. .. .. | M
12 Reduction in foreign taxes. See instructions . . . . . . . . [12]

13 Subtract ine 12 from line 11. This is the total amount of foreign taxes avaliable for credit .
14 Enter amount from kne 7. This is your taxable Income or (loss} from
sources outside the Unlted States (before adjustments) for the
category of income chacked above Part |. See instructions . . . | 14

15  Adjustments to line 14, See instructions . . . . . UIS

7

18 Combine the amounts on lines 14 and 15. This is your net tnmlgn
source taxahle income. (if the result is zero or less, you have no foreign
taxcradliforthecmgoryofincumeyoucruckedabovePanI.Skip
lines 17 through 21.). . . . . . - 16

17 Indeuala:EntermimFammm line 35. Ifyouaraa

g, 430

7

7
%

//

ez

)

77,

W)

7

o

ronresident alisn, enter amount from Form 1040NR, line M. \§
Estates and trusts: Enter your taxable income without the deduction NN
SRR

Caution: Mywﬁgumdyourtaxusmgtfnnmmwntumfemcaptldm seemstrucm
18 Divide line 16 by line 17. If ine 16 is more than line 17, enter the figure “1” -

19  Individuals: Enter amount from Formn 1040, line 40, Jess any amounts on Form 1040, lines 41, 42,
and any mortgage interest credit (from Form 8396) on line 44. If you are a nonresident alien, enter

amourtt from Form 1040NR, line 39, less any amount on Form 1040NR, line 40 and any mortgage \\

interest cradit (from Form 8398) on line 42,
Estates and trusts: Enter amount from Form 1041, Schedule G, fine 1¢, or Form 390-T, lines 36 and 37 .
20 Muttiply line 19 by line 18 {maximum amount of credit) . .
21  Enter the amount from line 13 or line 20, whichever iz smalier. {IfthislsthaonlyFonnﬂtsyoum
completing, skip lines 22 through 29 and enter this amount on line 30. Otherwise, oornplote the
appropriate linesin Part V) . . . . >

\-\ :fj

-73¢7

Summary of Credits From sopafato Parts Il (See instructions.)

0

Credit for taxes on passive income .

Credit for taxes on high withholding tax interest .

24  Credit for taxes on financial services income .

Cradit for taxes on shipping income .

Credit for taxes on dividends from a DISC or former DISC |

Cradit for taxes on certain distributions from a FSC or former FSC

Cradit for taxes on lump-sum distributions .

88 ¥ B8 B

Iua‘nlnlu'&uhs

Cmnhmmgmmmmwlothermcmm

4 704

sources outside the United Statesa) .

Add lines 22 through 29. . .

Huductmnfcmtbrmmhmdboywﬂm Seelnstlmtmfurlmm .
Subtract line 31 from line 30. This is your foreign tax cradit, Entorheumdeu'rn1040.IIne43.
Form 1040NR, line 41; Form 1041, Schackie G, line 23 or Fom 990-T, line 38a. . . . . . W

B8

£354

e '28

@ Frinted on meyoied seper
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. " 1 1 6 Forelgn Tax Credit OMB o, 15450121
em {Indlvicual, Fiduciary, or Nonresicent Allen Individual) 1]@94
Department of the T b Attach to Form 1040, 1040NR, 1041, or $90-T. Atachey
Wiemal Fevenus Servcy P Ses separate instructions. Saquence No, 19
ng munber a5 shown on page 1 of your tax meturn

" fodert Smith 000~ 60~ 0000

Report all amounts in U.S. doliars except whamn spacified in Part i, Lise a saparate Form 1116 for sach category of incomne listed beiow. Chack
onfy bax. Before you check a box, read Categoriex of income on page 3 of the instructions. Compiate this form for credit for taxes on:

a ™ Passive incoms d¢L] Shipping income g[] Lump-sum distributions (see instructions befora
b[J High withholding tax e[ Dividends from a DISC or former complating form)
interest DIsC h[J General iimitation income—al! other income from
¢[J Financial services income £ [J Certain distributions from a foreign sources outside the United States (ncluding
sales corporation (FSC) or former FSC income from sources within U_S. posseasions)

|__Rasident of {name of country) » C’gun-h-yx

Noh:ﬂyaupaldmmmmfowmaaunﬂyords.posmu‘m. use column A in Part { and line A in Pant il. if you paid taxes to more
than ome foreign country or U.S. possession, use a separate colurnn and fine for each country or possession. However, see the exceplion
under How To Complete Form 1118 on page 1 of the instnuctions.

m_Talahll Income or Loss From Sources Outside the Unied States for Separate Eatngorv Checked Above
Foraign Country or U.S. Possession Total
A B c {Add cols. A. B, and C))

] Emhmmdhmmnmmorua
possession . R
1 Gross income from SOUrces 'IM‘II'IH country
shown above and of the type checked above.

500 INStICHONS. _.. . ... s
.................................................... ) 0
Applicable deductions and losses. (See instructions.):
2 Expenses directly allocable to the ncome on
line 1 (attach schedule)
3 Pro rata share of other deducﬂorunot drectly
allocabla:
a Certain itemized deductions or standard
deduction. See instructions . /) #00
b Other deductions (attach schadule) . —
c Add lines 3aand3b . . . . -".’oa
d Gross foreign source income, Soenrstructiuu
e Gross income from all sources. See instructions
f Divide line 3d by lina 38
g Multiply line 3c by line 3f. .
4 Pro rata shars of interest expense. Saem-
structions:
a Home mortgage interest from line 5 of the
worksheel on page & of the instructiona |, g7
b Other interest expsenas . .
5 Lossesfromforeignsources. . . . . . .
6 __Add lines 2, 39_m4T4b.mds. . #2234 8 ¢
7 Subtract line 6 from line 1. Ester the resufl hers and on lre 14, . . . . . . . . . . . . ® | 7 ©$hs
Foreign Taxes Pald or Accrued (See instructions.) r
cﬂw Foreign taoes pald or scorued
tyou chaok ong} In foreign cumency In U5, goliars
E ol Pud Taxes withheid st 3ource on: g Other Taxea withheid at source on: fu) Cther ¥) Total formgn
OEL‘“W formion taues forsign taxes |  taxes paid of
o M} Dam pait {0} Pents picd or is) Rants paid or ecTued (add cols.
or accrued {n) Divideris | and royarties | D) Interest | accrued | i) Dividends | and rayaities | i) Interest |  sccrued {r} trwough {ul
A /1—1[-&_42@ [ S0 630
B
£
8 Add lines A through C, column (V). Enter the totalhers andon ine 9. . . . . . . . . . . » [] m
For Paperwork Raduction Act Notics, see page 1 of separats imtructions. Cat. No. 114400 Form 1118 (1904
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Form 1118 [1984)

sz

Figuring the Credit

8  Enter amount from lina 8. This is the tatal foreign taxes paid or accrued
for the catagory of income checked above Partb., . . . . 9 650
10 Camyback or canyover (attach detailed computation) . . . . . | 10
11 Addlines9and10 . . . . . . . . . . . . . ... M
12 Reduction in foreign taxes. See instructions . . . . . . . . L12

13 Subtract Nne 12 from line 11. This is the total amount of foreign taxes available for credit ,
14 Enter amount from line 7. This is your taxable income or {loss) from

sources outside the United States (befors adjustments) for the
catagory af income checked above Part | See instructions . . . 14 4+ 57
15 Adjustments to ine 14. See instructions . . . . ... . s

18 Combine the amounts on lines 14 and 15. This is your nst foreign
source taxable income. (I the resukt is zero or less, you have no foreign
taxa‘edﬂiorﬂuutagmymimomyoucheckedd:merl. Skip .
nes 17 through21). . . . . . . L1 4,57

17T  Individuals: Enter amount from Form 1040, line 35 If you are a
nonresident allen, smter amount from Form 1040NR, line 34.
Estates and trusts: Enter your taxable income without the deduction 3;-
for your exemption . . 17 2 &
Cauﬂomf!youﬂwmdyowtaxusmgﬂlemummmmoonmugam mmstmcmns.

18 Divide iine 16 by line 17. If line 16 ia more than line 17, enter the figure *1° . . . . .

19  Individusls: Enter amount from Form 1040, line 40, less any amounts on Form 1040, lines 41, 42,

and any mortgage interest credit {fram Form 8396) on line 44. If you are a nonresident alien. enter N\
amount from Form 1040NR, Iine 39, less any amount on Form 1040NR, fine 40 and any mortgage RY

intarast credit {from Form 8386} on line 42.
Estaten and trusix Entar amount from Form 1041, Schedule G, line 1c, or Form 990-T, lines 36 and 37 ,
20 Multiply line 19 by line 18 (maximum amountof credit) . . . . .
21  Enter the amount from fina 13 or line 20, whichever is smaller. {If this ismeodyForm 111Byaun
completing. duplmzatfmughaamdontarthlsanmnmlmm Otherwise, oonmlmme
appropriate ines inPast IV) . . . . . . >

¥04

Summary of Credits From Separate Parts Iil (See instructions.)

Credt for taxas on financial se

Cradit for taxes on shipping income |

B Je [y [s\|jp = g P

; dmulmwms”mmlmﬂ .
#¥act ine 31 from line 30. This ia your foreign tax credit. Entar hers and on Form 1040, Ilne43
o 1040NR, line 41: Formn 1041, Schedule G, line 2a: or Form 990-T. ine 38a. . . . . . »

=

@ Prirind on resysied paper
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Worksheet. Additional Foreign Tax Credit on U.S. Income*

Il. Tax at source allowable under treaty

13.

14.

15.

16.

A. Items fully taxable by U.S.

a. ldentify

b. Multiply by line 11

B. Items partly taxable by U.S.

a. ldentify

b. Treaty rate

c. Allowable tax at source (Multiply line 14a by 14b)
a. ldentify

b. Treaty rate

c. Allowable tax at source (Multiply line 15a by 15b)
Total (Add lines 13b, 14c and 15c¢)

C. Identify each item of U.S. source income from Col. A, Step I, on which U.S. may not, under
treaty, tax residents of the other country who are not U.S. citizens

11l. Additional credit

21.

Residence country tax on U.S. source income before foreign tax credit
Foreign tax credit allowed by residence country for U.S. income tax paid
Maximum credit. Subtract the greater of line 16 or line 18 from line 12.
a. Enterthe amount from line 17

b. Enter the greater of line 18 or line 16

c. Subtract line 20b from line 20a
Additional credit. Enter amount from line 20c, but no more than line 19. Also a dd this amount
to line 32 of Part IV of Form 1116.

I. U.S.tax on U.S. sourceincome COL.A COL.B
(U.S. source rules)
1. Dividends
2. Interest
3. Royalties
4. Capital gain
5. a. Grossearnedincome
b. Allocable employee business expenses
c. Netcompensation
6. a. Grossrent, real property
b. Direct expenses
c. Netrent
7. Other
8. Total
9. Enter tax amount from line 40, less lines 41 and 42, Form 1040
10. Enter AGI from line 31, Form 1040
11. Divide line 9 by line 10
12.  Multiply line 11 by line 8 (estimated U.S. tax on U.S. income)

* See the discussion on Tax Treaties for information on when you should use this worksheet.
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Worksheet Instructions. Additional Foreign Tax Credit on U.S. Income

STEP|
Figure the estimated tax on U.S. income using U.S. source rules.
(See Publication 514 for a brief discussion of these rules.)

Lines 1-7—Add up all items of U.S. source income and enter the gross amounts in Column A , and net amounts, if appropriate, in
Column B.

Line 8—Enter the total.

Lines 9-10—Figure your average tax rate by dividing your tax from line 40, less lines 41 and 42, Form 1040, by your adjusted
gross income (AGI) from line 31, Form 1040.

Line 11—Express this rate as a decimal.

Line 12—Multiply the rate on line 11 by your U.S. source income to figure your estimat ed U.S. tax on U.S. source income.

STEP I
Determine the amount of tax that the United States is allowed to collect at sou rce under the treaty on income of residents of the other country

who are not U.S. citizens.

PART A—Income fully taxable by the United States. Identify the type of income.
Line 13—Use the average tax rate on the AGI, figured above in Step I.

PART B—Income for which treaty limits U.S. tax at source.
Lines 14-16—Identify each type of income. Use the specified treaty rate.

PART C—Ildentify the items not taxable at source by the United States under the treaty .

STEPII
Figure the amount of the additional credit for foreign taxes paid or accrued on U.S. source income. The additional credit is limited to the differ-

ence between the estimated U.S. tax (STEP 1) and the greater of the allowable U.S. tax at source (STEP Il) or the foreign tax credit allowed by
the residence country (line 18).

Line 17—Enter the amount of the residence country tax on your U.S. source income befor e reduction for foreign tax credits. If
possible, use that fraction of the pre-credit residence country tax which U.S. source taxable income bears to total taxable in-
come. Otherwise, report that fraction of the pre-credit foreign tax which gross U.S. income bears to total gross income for
foreign tax purposes.

Line 18—Enter the amount of the foreign tax credit allowed by the residence country fo r U.S. income tax paid.

Line 19—Figure the maximum credit allowed by subtracting the greater of the tax at sou rce allowable under treaty (line 16) or the
foreign tax credit allowed by the residence country (line 18) from the U.S. t ax on U.S. source income.

Line 20—Complete line 20 to figure your credit.

Line 21—Enter the amount of additional credit you figured on line 20c, but no more tha n the maximum credit from line 19. This
amount may be claimed as a foreign tax credit on Form 1116. Complete Form 1116 according to the instructions. Add the
special credit to line 32, Part IV, of Form 1116 and report that total on your Form 1040. Attach this worksheet to your Form

1116.
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